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86TH CONGRESS HOUSE OF REPRESENTATIVES Report 
2d Session No. 1231 





TRUST AND PARTNERSHIP INCOME TAX REVISION ACT 
OF 1960 


JANUARY 28, 1960.—Committed to the Committee of the Whole House 
on the State of the Union and ordered to be printed 


Mr. Mix1s, from the Committee on Ways and Means, submitted the 
following 


REPORT 


[To accompany H.R. 9662] 


The Committee on Ways and Means, to whom was referred the 
bill (H.R. 9662) to make technical revisions in the income tax provi- 
sions of the Internal Revenue Code of 1954 relating to estates, trusts, 
partners, and partnerships, and for other purposes, having considered 
the same, report favorably thereon without amendment and recom- 
mend that the bill do pass. 


I. GENERAL STATEMENT 


This bill is concerned with the revision of two subehapters of 
chapter 1 of the Internal Revenue Code. These are subchapter J, 
which deals with the income tax treatment of estates, trusts and 
beneficiaries, and subchapter K, which deals with the income tax 
treatment of partners and partnerships. The changes made in the 
estate and trust tax provisions appear in title I of this bill and those 
made in the partner and partnership provisions in title I. 

The work on these subchapters began with advisory groups estab- 
lished on November 28, 1956, by a subcommittee of your committee. 
The reports of the advisory groups, which were completed by the end 
of 1958, were the subject of public hearings by your committee in 
February and March of 1959 and subsequent to these hearings were 
extensively studied by your committee in executive session. As a 
result of this examination the bulk of the advisory groups’ recom- 
mendations, both in the case of subchapter J and subchapter K, have 
been incorporated in provisions of this bill. 


A. Estates and trusts 


Your committee’s bill makes a number of important substantive 
amendments and numerous technical amendments to the estate and 
trust income tax provisions. The substantive changes are concerned 
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4 
both with unintended benefits and unintended hardships in present 
law. The technical amendments are largely clarifying. 

Among the more important provisions designed to prevent tax 
avoidance is the amendment relating to mdtiale trusts. Where 
separate trusts, created by the same grantor, distribute income 
accumulated over a number of years to the same beneficiary, the 
splitting of the income among several taxable entities results in taxa- 
tion at lower rates and reduces the overall tax burden. To prevent 
tax avoidance by the use of such multiple trusts your committee’s 
bill, in general, taxes distributions from multiple trusts to the bene- 
ficiaries at the time they are received, to the extent that income has 
been accumulated in the preceding 10 years. 

Your committee has also added an important provision designed to 
prevent income from escaping taxation in the case of the sale, etc., of 
property subject to legal life estates or other terminable legal inter- 
ests. This is accomplished by deeming a trust to exist with respect 
to the gross income derived from property subject to a terminable 
legal interest which is not taxable to the holder of the interest. 

Another important change relates to the tier system which estab- 
lishes an order of priority for purposes of determining which distribu- 
tions to beneficiaries from estates and trusts are deemed to consist of 
income. The changes made in the tier system are designed to correct 
hardships and inequities which result from the two-tier system of 
existing law. Your committee’s bill establishes a three-tier system 
under which all beneficiaries who can receive distributions only out of 
income are placed in the first tier, those who can receive distributions 
of either income or corpus are placed in the second tier, and those who 
can receive distributions only of corpus are placed in the third tier. 

Still another important change relates to the treatment accorded 
charitable contributions of trusts under existing law. The bill, in 
the interest of simplification of the law, treats these contributions as 
distribution deductions, rather than as deductions from gross income 
as is provided by the present law. However, to eliminate opportuni- 
ties for tax avoidance, such deductions are taken into account only to 
the extent that the distributable net income is not used up by distri- 
butions to taxable beneficiaries falling within the three tiers described 
above. 

The bill also revises the rules of present law excluding from taxation 
distributions of gifts and bequests of specific sums of money or of 
specific property, and extends the application of the separate share 
rule (now applicable only to trusts) to estates. 

The changes made in the estate and trust provisions are described 
under heading II below under 21 topical headings of which 15 deal 
with substantive or important technical changes. 


B. Partners and partnerships 

Your committee’s bill retains the basic structure of the present. 
partnership provisions. Therefore, the changes in the partnership 
provisions made by this bill are largely i in the nature of modifications 
and perfections of the existing provisions. The changes in some cases 
take the form of removing unintended benefits, in other cases of re- 
moving unintended hardships, and in still others of clarifying the 
intent of existing law. 
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To reduce the complexity of the partnership provisions in opera- 
tion, especially i in the case of smaller, simpler partnerships, your com- 
mittee’s bill makes two changes. The first of these is a rearrangement 
of the partnership provisions. Under the rearrangement the pro- 
visions of general application, which the smaller, simpler partnership 
is likely to have to use, are placed first in the law, making it unneces- 
sary in most cases for the members of these partnerships to familiarize 
themselves with the more technical provisions which follow. In addi- 
tion, the bill provides a simplified reporting procedure which can, at 
the election of the partnership, be followed in those cases where most 
of the partnership’s income (other than capital gains and losses and 
dividends) is ordinary income. 

Among the more important unintended hardships of the existing 
partnership provisions corrected by your committee’s bill is the amend- 
ment relating to the time of the closing of the partnership taxable year 
with respect to a partner who dies. Under present law this year con- 
tinues to the normal ending of the partnership year with the result 
that the deceased partner’s successor may lose an opportunity to offset 
against this partnership income certain expenses incurred by the 
partner in his last year, as well as lose the benefits of income splitting. 
Your committee’s bill provides that the partnership year is to close 
for a deceased partner at the time of his death, although permitting 
his successors to elect to continue the year if they so desire. 

The bill also substitutes for the present definitions of “unrealized 
receivables” and “inventory items’’, which under present law may 
result in ordinary income, a definition which determines whether an 
asset is an ordinary income asset by ascribing to it the same char- 
acter it would have if the asset were held directly by an individual. 
In connection with the revision of these ordinary income or col- 
lapsible partnership provisions, your committee’s bill also removes 
an unintended benefit under present law wherein ordinary income 
treatment possibly may be avoided by borrowing funds and investing 
them in the partnership in a manner which reduces the ordinary 
income assets below a specified percentage of the total. 

Among other more important changes made in the partnership 
ee are those 

(1) providing in the code for the imposition of tax in certain 
cases where services are exchanged for an interest in the capital 
of a partnership, 

(2) refining the rules which apply in the case of amounts paid 
by a partnership to a retiring partner or to a deceased partner’s 
successor in interest, 

(3) clarifying the rules applicable to income in respect of a 
decedent, 

(4) making more precise the rules applicable in the case of 
transfers between related persons where one or more of the persons 
is a partner or partnership, 

(5) providing separate elections for special bases for partner- 
ship property in the case of distributions and transfers, and 

(6) permitting an election at the organization level, rather 
than at the level of the individual members, as to whether to 
make the partnership provisions inapplicable in the case of 
groups set, up exclusively for investment or production, etce., 
but not for sale of property. 
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lishes an order of priority for purposes of determining which distribu- 
tions to beneficiaries from estates and trusts are deemed to consist of 
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To reduce the complexity of the partnership provisions in opera- 
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tion, the bill provides a simplified reporting procedure which can, at 
the election of the partnership, be followed in those cases where most 
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Among the more important unintended hardships of the existing 
partnership provisions corrected by your committee’s bill is the amend- 
ment relating to the time of the closing of the partnership taxable year 
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an unintended benefit under present law wherein ordinary income 
treatment possibly may be avoided by borrowing funds and investing 
them in the partnership in a manner which reduces the ordinary 
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Among other more important changes made in the partnership 
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(1) providing in the code for the imposition of tax in certain 
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(2) refining the rules which apply in the case of amounts paid 
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(4) making more precise the rules applicable in the case of 
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The changes made in the partnership provisions are described in 
heading III below under 34 topical headings of which 21 deal with 
substantive changes in the partnership provisions. 


Il. GENERAL EXPLANATION OF THE PROVISIONS OF 
TITLE I 


Section 641(c). Imposition of tax (sec. 101 of bill) 


(1) Legal life estates and other terminable legal interests 

Under present law it is possible that gain from the sale or exchange 
of property by a person who owns a legal life onete in such property 
may completely escape taxation. In Cooke v. U.S, (115 F. Supp. 830, 
aff’d 228 F. 2d 667 (9th Cir., 1955)), a i was given a legal life 
estate in the income from certain stocks, without liability for waste, 
and the legal remainder in the property was given to the surviving 
children. The securities were redeemed in a liquidation and a large 
gain,was realized. The court held that the gain was not taxable to 
the life tenant since she was not a fiduciary and was only entitled to 
the income. 

Section 101(a) of your committee’s bill adds a new subsection (c) 
to section 641 of the code to deal with this problem. It provides that 
under certain described circumstances the income from property in 
which any person owns a legal life estate, or legal term for years (or 
other terminable legal interest) is deemed held in trust (subject to all 
the rules of subchapter J, including subpart E) for any year in which, 
among other things, the property is sold or exchanged and gain is 
recognized. In such event, the person who is the owner of the life 
estate or other legal interest generally is deemed to be a fiduciary, and 
will report the gain and pay the appropriate tax. 

(2) Ineome collected by a guardian (section 641(a)(2)) 


Section 101(b) of the bill amends section 641(a)(2) by striking out 
the phrase 


, and income collected by a guardian of an infant which is 
to be held or distributed as the court may direct. 


Inasmuch as such income is not presently taxed under subchapter J, 
the deletion merely clarifies the law. 


Section 642. Special rules for credits and deductions (sec. 102 of bill) 


(1) $50 dividend exclusion (section 642(a)(38)) 


Section 116(a) excludes from gross income certain dividends re- 
ceived by an individual to the extent that the dividends do not exceed 
$50. Where an estate or trust receives dividends which qualify for 
the exclusion but distributes a part of such dividends to a beneficiary 
during the taxable year, present regulations require that a ratable 
yvart of the $50 dividend exclusion be denied to the estate or trust. 
For example, if an estate or trust receives $1,000 in qualifying divi- 
dends of which it distributes $500 to beneficiaries, the estate or trust 
is entitled to exclude only $25 of the undistributed dividends. 

Section 102(a) of your committee’s bill amends section 642(a)(3) 
to allow a trust or estate the full $50 dividend exclusion under section 
116(a) if the fiduciary retains undistributed dividends qualifying under 
section 116(a) in that amount. Your committee believes it is desirable 
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to simplify the law by eliminating the complex proration requirement 
of present regulations in this respect. 
(2) Deduction for charitable contributions (section 642(e)) 

Under present section 642(c), an estate or trust is allowed an 
unlimited deduction against its gross income for any amount of gross 
income which is paid or permanently set aside for a charitable purpose 
specified in section 170(c) or used exclusively for religious, charitable, 
scientific, literary, or educational purposes, or for the prevention of 
cruelty to animals, or for the establishment, acquisition, maintenance, 
or operation of a public cemetery not operated for profit. As inter- 
preted by the courts (Old Colony Trust v. Com., 301 U.S. 379 (1937)), 
the deduction is allowed for charitable distributions from undistributed 
gross income of prior years, as well as from gross income of the current 
year. Thus, the charitable deduction requires tracing to determine 
whether the amount distributed to charity was an item of gross 
income of the current or a prior year. 

Moreover, because a distribution to a charitable beneficiary is 
treated as a deduction from gross income under section 642(c), 
whereas a distribution to a noncharitable beneficiary is allowed as a 
deduction with respect to distributable net income under sections 651 
and 661, a number of complicating adjustments are required. Where 
an estate or trust has both charitable and noncharitable beneficiaries, 
the statute requires separate computations in preparing the income 
tax return. Also, in allocating the items of income included in dis- 
tributions to charitable and noncharitable beneficiaries, the same item 
of income is allocated in two different ways. This requires other 
complex adjustments and may produce artificial results. 

In order to simplify the law and to eliminate the necessity for numer- 
ous complicating adjustments, and to simplify the administration of 
trusts and estates, your committee proposes to treat charitable dis- 
tributions by trusts and estates as deductions under section 661. 
Section 102(b) of the bill is the first of a series of amendments required 
to accomplish this result. It amends section 642(c) to deny a deduc- 
tion for charitable contributions, except to the extent provided in 
section 661. Such a disallowance is necessary to prevent a double 
deduction. 

Further amendments necessary to carry out the proposed change 
are contained in other sections of the bill. Conforming amendments 
made to sections of the code outside of subchapter J are contained in 
section 119 of the bill. 


(3) Deduction for depreciation and depletion (section 642(e)) 
Section 102(c) of your committee’s bill amends section 642(e) by 
striking the word “allowable’’ and inserting in lieu thereof “appor- 
tioned.”’” The amendment makes it clear that a portion of any depre- 
ciation or depletion allowances to which a trust or estate is entitled 
should be allocated to charitable as well as noncharitable beneficiaries. 
This is intended to be declaratory of existing law. 
(4) Unused loss carryovers and excess deductions (section 642 
(h)) 
Upon the final termination of an estate or trust, section 642(h) of 
present law permits the beneficiaries who succeed to the property 
to deduct a proportionate share of any unused net operating loss 
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carryover, unused capital loss carryforward, or other excess deductions 
of the estate or trust. 

Since the provision xpplies only to final terminations, none of the 
specified iten s of deduction are available to a beneficiary where there 
is a termination of such beneficiary’s entire interest in the estate or 
trust. Section 102(d) of the bill makes section 642(h) applicable on 
the termination of a single beneficiary’s entire interest in an estate or 
trust having more than one beneficiary where such interest consti- 
tutes a separate share. The amendment provides that separate and 
independent shares of beneficiaries in a trust or estate, as determined 
pursuant to section 663(c), shall be treated as separate trusts or 
estates. The continuing trust cannot deduct that portion of the 
excess deductions and unused loss carryovers allocated to such a 
beneficiary. 


(5) Deduction for estate tax on income in respect of a decedent 
(section 642(7)) 

Section 102(e) of your committee’s bill amends section 642 by add- 
ing a new subsection (i) to allow an estate or trust a deduction for 
estate tax paid on income in respect of a decedent which is properly 
attributable to the estate or trust. The balance of the deduction 
would be allowable to the beneficiaries to whom the remaining income 
in respect of a decedent is allocable. This is intended to be declara- 
tory of existing law. 

Section 643. Definitions (sec. 108 of bill) 


(1) Deduction for personal exemption and for estate tar (sec- 
tion 643(a)(2)) 

Since section 642(i) allows the deduction under section 691(c) for 
the estate tax attributable to the income in respect of a decedent re- 
ceived by an estate or trust, a double benefit would result if such 
deduction were allowed also to reduce distributable net income. 
Therefore, section 103(a) of your committee’s bill amends section 
643(a)(2) to deny the deduction under section 691(c) for estate tax 
on income in respect of a decedent for purposes of computing dis- 
tributable net income. This is intended to be declaratory of existing 
law. 

(2) Capital gains and corpus items of deduction (section 643 
(a)(3)) 

Under present law capital gains are included in distributable net 
income and are taxable to the beneficiaries only to the extent they are 
paid, credited, or required to be distributed during the taxable vear. 
If capital gains are allocated to corpus and are not paid, credited, or 
distributed to any beneficiary or permanently set aside for charitable 
purposes, they are excluded from distributable net income. However, 
it is not clear whether a distribution of corpus will be deemed to 
include a portion of capital gains realized during the same taxable 
year. 

The amendment of section 643(a)(3)(A) made by section 103(b) 
of your committee’s bill is a conforming amendment required to carry 
out the proposed treatment of charitable beneficiaries. It deletes the 
reference to section 642(c) but retains the effect of present law by pro- 
viding that capital gains which are permanently set aside or used for 
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specified charitable purposes shall not be excluded from distributable 
net income. 

Section 103(b) also amends section 643(a)(3) by adding a new sub- 
paragraph (B) which provides that capital gains shall not be consid- 
ered paid, credited, or required to be distributed (and therefore will be 
excluded from distributable net income) unless at least one of the fol- 
lowing requirements is met: (1) they are required to be distributed 
currently under the governing instrument or local law; (2) they are 
not required to be distributed currently, but the books of the fiduci- 
ary or notice to the beneficiary shows an intention to pay or credit 
such amounts to the beneficiary during the taxable year; (3) the fidu- 
ciary follows the regular practice of distributing all capital gains; 
(4) the capital gains are received in the year of termination of the 
estate or trust, or (5) the capital gains are received in the year of termi- 
nation of an entire separate share of an estate or trust. Your com- 
mittee believes that the amendment will clarify present law by estab- 
lishing rules for determining when a distribution of corpus will be 
deemed to include a portion of the capital gains realized during the 
taxable year. 

Under present law all deductible charges against an estate or trust, 
whether paid from income or from corpus, are allowed as deductions 
in computing distributable net income, so that the primary benefit 
of the Sie tions inures to the income beneficiaries. Only to the ex- 
tent that such deductions exceed distributable net income are they 
allowed to offset corpus income taxable to the trust. Hence, even 
where the deductions are properly chargeable against corpus and 
borne by the remaindermen, they are allowed first to benefit the in- 
come beneficiaries and thus, in many instances the remaindermen are 
improperly deprived of tax deductions. Your committee believes that 
the benefit of corpus deductions should not be shifted to the income 
beneficiaries where gross income remains taxable to the estate or trust. 

Therefore, vour committee adds subparagraph (C) to section 
643(a)(3) to provide that corpus deductions shall first be applied 
against income which is allocable to corpus and taxable to the trust 
or estate. This amendment allows the benefit of corpus deductions 
first to the corpus beneficiaries who ultimately bear the tax burden. 
Only the excess of corpus deductions which the trust cannot use to 
offset corpus income are permitted to reduce distributable net income 
for the benefit of the income beneficiaries. The amendment will con- 
tinue the policy of present law to avoid wastage of deductions and, 
at the same time, will result in more equitable treatment of the remain- 
dermen with respect to deductions chargeable against corpus. It 
should be noted, however, if the alternative method under section 
1201 is used in computing the tax on capital gains, the corpus deduc- 
tions otherwise available are not permitted to reduce distributable 
net income for the benefit of the income beneficiaries. 

(3) Foreign income (section 643(a) (6)) 

In the case of a foreign trust section 643(a)(6) provides that dis- 
tributable net income shall include amounts of gross income derived 
from sources outside the United States. Section 103(c) of the bill 
amends section 643(a)(6) to make it applicable to a “foreign estate’’ 
as well as a foreign trust. 
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(4) Conforming amendment (section 643(a)) 

Section 103(d) of your committee’s bill amends section 643(a) by 
striking out the last two sentences. This amendment eliminates the 
references to section 642(c) (relating to charitable, etc., deductions), 
and conforms the law to your committee’s proposed treatment of 
charitable contributions as distribution deductions. 


(5) Definition of income (section 643(b)) 

Section 103(e) of the bill adds capital gains to the items which are 
not to be considered income (under section 643(b)) when under the 
terms of the governing instrument and applicable local law they are 
properly allocable to corpus. This change merely clarifies present law. 

(6) Clerical amendment (section 643(c)) 
Section 103(f) of your committee’s bill makes a clerical amendment. 


(7) Definition of charitable beneficiary (section 643(d)) 

Section 103(g) of your committee’s bill amends section 643 by add- 
ing a definition of the term “charitable beneficiary” to the code. 
This is considered desirable in view of the proposed change in the 
treatment of charitable distributions. 


Section 651. Deduction for trusts distributing current income only (see. 
104 of bill) 
(1) Deduction (section 651(a)) 
Section 104 of your committee’s bill amends section 651(a) to con- 


form it to proposed changes in the treatment of charitable contri- 
butions. 
(2) Limitation on deduction (section 651(6)) 

Section 651(b) of present law limits the deduction allowable to a 
trust under section 651(a) to the lesser of the ‘‘income required to be 
distributed currently” or the “distributable net income.’ For this 
purpose, distributable net income is reduced by tax-exempt items not 
included in gross income, but the statute does not specifically provide 
that the computation of “income required to be distributed currently” 
shall be reduced by exempt items of income. 

Section 104 of your committee’s bill amends section 651(b) to make 
it clear that the computation of both “distributable net income’ and 
‘income required to be distributed currently’? must be reduced by all 
items of income which are not included in the gross income of the 
trust for purposes of determining the amount of the distribution de- 
duction under section 651. The amendment also makes it clear that 
the character of such items is to be determined by reference to the 
rules in section 652(b). 
roa 652. Inclusion of amounts in gross income of beneficiaries 


(sec. 105 of bill) 
(1) Character of amounts (section 652(b)) 
Section 105(a) of your committee’s bill is a technical amendment 
to section 652(b) which is intended to be dec ‘laratory of existing law. 
(2) Different taxable years (section 652(c)) 


Section 652(c) provides that if the taxable year of the beneficiary 
is different from that of the trust, the amount of gross income taxable 
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to the beneficiary is based on the income of the trust for the year or 
vears of the trust ending within or with the beneficiary’s taxable year. 
The language of existing law is not explicit where, for example, because 
of the death of the beneficiary, there is no taxable year of the trust 
ending with or within the beneficiary’s last taxable year. 

Section 105(b) of your committee’s bill amends section 652(c) to 
make clear the amount of income of a trust which is includible in the 
final return of a beneficiary. It provides that there shall be included 
in the final return of a beneficiary who dies during the taxable year 
of the trust or estate, such beneficiary’s share of income of the estate 
or trust up to the time of his death, reduced by expenses properly 
charged against such share of income, whether paid before or after 
the date of death of the beneficiary. 


Section 661. Deduction for estates and trusts accumulating income or 
distributing corpus. (sec. 106 of bill) 
(1) Deduction for estates and trusts (section 661(a)) 

Under your committee’s bill, the deduction for charitable contribu- 
tions from gross income under section 642(c) is denied (see discussion 
under sec. 102(b)), and in order to effectuate the proposed treatment 
of charitable contributions, it is necessary to amend section 661(a) 
to provide for the allowance of the deduction to an estate or trust. 

Section 106(a) of the bill amends section 661(a) to allow a deduction 
to an estate or trust for any amounts paid or permanently set aside 
for a charitable beneficiary (defined in sec. 643(d)) or used for specified 
charitable purposes. This eliminates the tracing requirement of 
present law by permitting a deduction for distributions to charity 
whether made from gross income or from corpus. The total deduction 
allowed for distributions to all beneficiaries, charitable and nonchari- 
table, is limited to the amount of distributable net income of the 
estate or trust, and the charitable deduction cannot exceed an amount 
equal to the distributable net income of the estate or trust for the 
taxable year reduced by the amounts specified in paragraphs (1), (2), 
and (3) of section 661(a), relating to amounts distributed to non- 
charitable beneficiaries. 

The other amendments made by section 106(a) conform the pro- 
vision to the changes made in the tier system in section 662(a). 


(2) Character of amounts (section 661(b)) 


The amendment made by section 106(b) conforms section 661(b) 
to the change in treatment of charitable beneficiaries. 


Section 662. Inclusion of amounts in gross income of beneficiaries of 
trusts accumulating income or distributing corpus (sec. 107 of bill) 
(1) Inelusion by the be neficiary (section 662(a)) 

Under present law, all amounts distributed by an estate or trust 
(whether current income, accumulated income, or corpus) are includ- 
ible in the gross income of the recipients to the extent of distributable 
net income. Where there is more than one beneficiary receiving 
distributions, it is necessary to determine the order of priority in 
which distributions to beneficiaries shall be deemed to consist of 
income distributed by the trust. This is accomplished by a mechan- 
ical device known as the ‘‘tier system’’ and section 662 of present 
law establishes a “two-tier” system for this purpose. In general, the 
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distributable net income of the trust or estate is deemed to be paid 
first to those beneficiaries receiving income required to be distributed 
currently (first tier), and then, as to any remaining distributable net 
income, to all other beneficiaries (second tier). Thus, beneficiaries 
receiving discretionary distributions of income are placed in the same 
class or tier with those beneficiaries receiving distributions from 
corpus for purposes of allocating trust or estate income. As a conse- 
quence, if distributions to required income beneficiaries (tier one) do 
not use up the full amount of distributable net income, a beneficiary 
who can receive distributions only out of corpus is taxed on a pro rata 
share of the distributable net income (along with a beneficiary receiv- 
ing discretionary payments out of income) even if the distributable 
net income was in fact only sufficient to satisfy the distributions to 
the income beneficiaries. 

Since charitable distributions under present law are allowed as a 
deduction from gross income under section 642(c), such distributions 
are excluded from the tier system established in section 662. Under 
existing section 662(a)(i) (relating to first tier beneficiaries) distribut- 
able net income is computed without regard to the charitable deduc- 
tion, whereas under section 6€2(a)(2) (relating to second tier bene- 
ficiaries) distributable net inceme retains the definition set forth in 
section 643(a), which takes the charitable deduction into account in 
arriving at distributable net income. Hence, any distributable net 
income remaining after an allocation is made to the first tier benefici- 
aries is allocated to the charitable deduction before being allocated to 
beneficiaries coming within the second tier. Thus, under present law 
in the case of a trust which requires the current income to be paid to 
charity, and an equal amount of corpus to be paid to Y, Y is not taxed 
on the amount he receives. However, vour committee believes that 
where a trust makes distributions to both charitable and nonchari- 
table beneficiaries all distributions should be includible in the gross 
income of noncharitable beneficiaries to the extent they do not exceed 
distributable net income, and that distributions to tax-exempt chari- 
ties should not be allowed to eliminate or reduce the taxable income 
of the noncharitable beneficiaries. 

Your committee believes that the operation of the tier system of 
present law in other respects sometimes produces inequitable results 
and should be revised. The amendment to section 662(a) in section 
107(a) of your committee’s bill, is designed to revise the tier system 
so as to make it operate more equitably. Under your committee’s 
bill a three-tier system of allocation is adopted under which the dis- 
tributable net income of an estate or trust will be taxed to beneficiaries 
in the following order of priority: 

First tier —Beneficiaries receiving mandatory or discretionary dis- 
tributions which can be paid only from current income; 

Second tier.—Beneficiaries entitled to receive discretionary dis- 
tributions which may be paid out of either current income or corpus 
(including accumulated income of prior years) ; and 

Third tier.—Beneficiaries entitled to receive distributions only out 
of corpus (including accumulated income of prior years). 

Your committee’s bill provides a special rule with respect to the 
treatment of charitable contributions and charitable beneficiaries. 
For reasons of simplification and to preclude the possibility of tax 
avoidance, charitable distributions are placed in the equivalent of a 
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fourth tier. This is accomplished by section 107(a) of your com- 
mittee’s bill which establishes the order of priority for allocating the 
distributable net income of the trust or estate to beneficiaries, other 
than charitable beneficiaries. The result is that noncharitable bene- 
ficiaries must include in their income all amounts distributed, to the 
extent of distributable net income of the trust or estate, unreduced by 
any distributions to charity. Thus, if a trust instrument provides 
that all of its income is to be currently distributed to a charity, and an 
equal amount of corpus is to be paid to an individual beneficiary, the 
individual beneficiary would | te»cd on the entire distribution up to 
the extent of the distril.uta le net income. 


(2) Character of amounts (section 662(6)) 
Section 107(b) of your committee’s bill also amends section 662(b) 
to conform the character rules with the amendments changing the 
treatment of distributions to c.aritable beneficiaries. 


(3) Different taxable years (section 662(e)) 


Section 107(c) of vour committ«e’s bill also amends section 662(c) 
to make clear the amount of income of an estate or complex trust 
which is ineludible in the fnal return of a beneficiary. The amend- 
ment is substantially the sane as the amendment to section 652(e) 
and is discussed in connection with section 105(b). 


Section 663. Special rules applicable to sections 651, 652, 661, and 662 
(sec. 108 of bill) 
(1) Exclusions (section 6€3(a)) 

(i) Gifts, bequests, ete., of specific sums of money or of specific prop- 
erty.—Under section 663(a)(1) of present law gifts or bequests of a 
specific sum of money (other than those which can be paid only out 
of income) or of specific property which, under the terms of the 
governing instrument, are paid all at once or in not more than three 
installments (regardless of when paid) are excluded from amounts 
falling within sections 661(a) or ::2\. . Thus, the estate or trust 
does not get a deduction under section (61 for payment of such specific 
gifts or bequests of corpus, and tiie distri! ution is not taxable to the 
rec ipient under section 662(a). 

Section 108(a)(1) of vour committee’s bill amends section 663 (a) (1) 
to make the provision applicaple only to estates, testamentary trusts 
and inter vivos trusts revocable by the grentor at the date of death. 
The bill retains the exclusion for lump-sum gifts or bequests which 
are paid all at once, but expands the concept to permit payment in 
anv one taxable vear. 

The bill also amends the “three installment rule’ of present law to 
permit, in general, an exclusion for gifts end bequests in anv number 
of installments, provided they are paid before the close of the 36th 
calendar month which begins aft r tie date of death of the decedent. 
This latter exclusion is not applicalle if 2 gift or bequest is required, 
under the terms of the governing instrum: nt, to be paid or distributed 
in installments in whole or in part aft. r the close of such 36-month 
period. 

(ii) Other gifts, bequests, ete. It has come to the attention of your 
committee that the present exclusionary provision in section 663(a) 
often results in inequities, particularly with respect to corpus dis- 
tributions by estates. For example, distributions of corpus to 
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residuary legatees, payments solely out of corpus to will contestants, 
and payments out of corpus to widows pursuant to local law may not 
be excluded by present law. As a result, distributions to beneficiaries 
from the residue of an estate sometimes result in a beneficiary being 
taxed with a disproportionate share of income. 

Section 108(a)(1) of your committee’s bill also adds a new para- 
graph (2) to section 663(a) which, in conjunction with your commit- 
tee’s amendments to section 663(c) (relating to the separate share 
rule) and section 662(a) (rel ating to the tier system), is designed to 
remove such inequities arising under present law. The amendment 
adopts a “distributions in kind” approach to permit exclusions for 
distributions from an estate of real property or tangible personal 
property owned by the decedent at the date of his death, which are 
properly paid in satisfaction of a bequest, share, award, or allowance 
from the corpus of a decedent’s estate before the close of the 36th 
Ci aie month which begins after the date of death of the decedent. 

(iii) Denial of double deduction. —Section 108(a)(1) of your com- 
mittee’s bill also amends section 663(a) (3) to aoe its application 
so as to prevent a deduction under section 661 for an amount dis- 
tributed to a charitable beneficiary in a future year, for which a deduc- 
tion was allowed under section 642(c) in a prior year as an amount 
permanently set aside for a charitable beneficiary. 

(2) Separate share rule (section 663(c)) 

Section 663(c) of present law provides that in the case of trusts 
having more than one beneficiary, if such beneficiaries have ‘‘sub- 
stantially separate and independent shares,” such shares shall be 
treated as separate trusts for the purpose of determining the amount 
of distributable net income taxable to the respective beneficiaries 
under sections 661 and 662. Since the rule does not apply to estates, 
distributions to residuary legatees who are only entitled to receive 
corpus may be taxed as distributions of income. 

Section 108(b)(1) of your committee’s bill amends section 663(c) to 
extend the application of the separate share rule to estates and simple 
trusts. Your committee believes that this will eliminate many of the 
inequities under present law whereby beneficiaries receiving distri- 
butions from estates are sometimes subjected to taxation on amounts 
in excess of the share of estate income to which they are entitled. 

(3) Required distribution to another trust (section 663(d)) 

Your committee proposes to amend section 663 by adding a new 
subsection (d) to provide foe allocation of items of income and deduc- 
tion where a new trust is created out of the assets of an existing trust 
or trusts in order, for example, to take care of afterborn children. 
This amendment is complementary to the amendments to section 
665 (b)(6) and (e), contained in section 110(c) of the bill. 


Section 664. Power in person other than grantor to vest corpus or income 


in himself (sec. 109 of bill) 


Section 678 provides that a person other than the grantor shall be 
treated as the owner of any portion of a trust over which he has a 
power exercisable solely by himself to vest corpus or income in him- 
self. in certain situations where a person other than the grantor has 
a power to withdraw a limited amount of corpus each year and no 
withdrawal is made, present law is not clear as to the tax consequences. 
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Likewise, there is doubt under present law as to the extent to which 
a person with such a power is taxable on capital gains realized by the 
trust, and what the tax consequences are where a trust provides that 
a person other than the grantor may withdraw the income of the 
previous year 1 day after the end of the taxable year. 

Your committee believes that a holder of such powers should: be 
treated generally as a beneficiary under the tier system, rather than 
as an owner under subpart E. Section 109 of your committee’s bill 
repeals present section 678 and adds a new section 664 to provide for 
such treatment. 

Under proposed section 664(a), if a person, other than the grantor, 
has a power exercisable solely by himself to vest an amount of corpus 
or income in himself the amount of income or corpus subject to the 
power (including the amount of income attributable to the corpus) 
is considered a distribution under section 651 or 661 (regardless of 
whether or not the power is exercised) and may be taxable to the 
holder of the power. This section does not apply if the power is dis- 
claimed or renounced within a reasonable time after the holder learns 
of its existence. However, if dominion and control is retained, he may 
be subject to subpart E even though the power has been partially 
released or modified. 


Section 665. Definitions relating to treatment of excess distributions by 
trusts (sec. 110 of bill) 
(1) Definitions applicable to subpart D (the throwback rules) (see- 
tion 665) 

The throwback rules (secs. 665-668), in general, provide that in 
any year in which a trust distributes amounts in excess of its dis- 
tributable net income for the current year, such excess is “thrown 
back” and treated as having been distributed in the most recent of the 
last 5 preceding years, and is taxed to the beneficiaries to the extent 
that distributable net income for any of the 5 prior years was accumu- 
lated. The amounts which would have been includible in gross 
income by the beneficiary in the back years if actual distributions had 
been made are ineludible in the income of the beneficiary for the cur- 
rent taxable year, but the tax thereon may not exceed the aggregate of 
the taxes that would have been payable if the distributions had been 
made in the prior vears. It is not necessary to reopen the back years 
because a refund is denied the trust and a credit is allowed the bene- 
ficiary for the amount of taxes paid by the trust for the prior years. 

Section 110(a) of the bill conforms section 665(a) to the proposed 
changes in the tier system and in the treatment of charitable con- 
tributions, 

Section 665(b) makes the throwback provisions inapplicable unless 
the accumulation distribution of the current year exceeds $2,000. 
Moreover, the definition of ‘accumulation distribution” excludes 
from the operation of the throwback rules the following amounts: 

(1) Amounts properly paid or credited to a beneficiary to meet 
his emergency needs; 

(2) Amounts paid or credited as income accumulated for a 
minor; 

(3) Amounts required by the terms of a trust, created before 
January 2, 1954, to be paid to a beneficiary upon attaining a speci- 
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fied age or ages, provided there are not more than four such dis- 
tributions and at least 4 years separate each distribution; 

(4) Amounts paid as a final distribution of a trust if the last 
transfer to the trust was made more than 9 years before. 

Section 110(b) of the bill makes the exception in section 665(b) (3) 
applicable where, under the terms of the trust instrument, a distribu- 
tion to a beneficiary is payable upon a specified date or dates as well 
as upon such beneficiary’s attaining a specified age or ages, provided 
the other conditions prescribed in the exception are met. 

The purpose of the 9-year exception in section 665(b)(4) was to 
exclude final distributions of a trust from the throwback rules without, 
however, at the same time encouraging the creation of trusts for the 
purpose of accumulating income and making final distributions within 
unreasonably short periods. Interpreted literally, a final distribution 
in 1958 of accumulated income from $100,000 of corpus originally 
transferred to a trust 25 years ago would subject the entire distribu- 
tion to the throwback rules if $100 had been added to the trust in 
1956. Thus, a small gift from the grantor or any other person might 
cause the throwback rules to apply. 

Your committee believes that this inequity can be corrected without 
undermining the basic objective of the present exception. Accord- 
ingly, section 110(b) of your committee’s bill also amends section 
665(b)(4) so that the throwback rule will apply only to the extent the 
final distribution is attributable to property transferred to the trust 
within the 9 years preceding such distribution, including the income 
attributable to such property. 

Section 110(b) of your committee’s bill also adds two new exceptions 
to the throwback rules in section 665(b). Paragraph (5) excepts from 
the operation of the throwback rules certain amounts paid as a final 
distribution of a trust upon a beneficiary attaining a specified age if 
such trust was created by will or was revocable by the grantor imme- 
diately before his death. Your committee believes that the cireum- 
stance of the date of death should not require application of the throw- 
back rules. Paragraph (6) excludes from the throwback rules certain 
amounts required to be paid or distributed to another trust. It is 
designed to avoid application of the throwback rules where a grantor 
provides for the creation of additional trusts out of the assets of an 
existing trust in order, for example, to make provision for afterborn 
children. 

Section 110(c) of the bill adds a new subsection (e) to section 665 
to provide rules for determining the portion of the distributing trust’s 
undistributed net income (under sec. 665(a)) and the taxes imposed 
on the trust (under sec. 665(c)) which are to be attributed to the 
receiving trust under new section 665(b) (6). 

Section 666. Accumulation distribution allocated to 5 preceding years 
(sec. 111 of bill) 

Section 111 of your committee’s bill makes a technical conforming 
amendment to section 666 to reflect the proposed changes in the tier 
svstem 
Section 668. Treatment of amounts deemed distributed in preceding 

years (sec. 112 of bill) 

Section 112 of your committee’s bill revises section 668(a) in order 
to conform this section with the proposed changes in the tier system. 
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In addition, section 113(b)(4) of the bill amends section 668(b) (relat- 
ing to credit for taxes paid by trust) to provide that the beneficiary 
will receive a credit against his tax in an amount equal to the taxes 
deemed distributed to him under section 668 (b) or (ce). 


Section 669 and other sections. Multiple trusts (sec. 113 of bill) 

The general approach of present law with respect to the taxation of 
trusts is to treat the trust as a separate entity which is taxed in the 
same manner as an individual, except that the trust is allowed a 
special deduction for distributions to beneficiaries, and the beneficiaries 
must include such distributions in their income. The trust serves as a 
conduit through which income passes on its way to the beneficiaries, 
and the income distributed by the trust retains its same tax character 
in the hands of the beneficiary. 

If a grantor creates a trust (or trusts) under which the trustee is 
required to distribute all its income currently, the income is taxable in 
full to the beneficiary or beneficiaries who receive the income at their 
individual rates. On the other hand, if, for example, a grantor creates 
a trust under which the trustee is given discretion to accumulate the 
income for the benefit of designated beneficiaries, then to the extent 
the income is accumulated, it is taxed at individual rates to the trust. 
Frequently, an important factor in the trustee’s decision to accumu- 
late the income is the fact that the beneficiaries are in a higher tax 
bracket than the trust. 

The multiple-trust problem results from the creation of more than 
one accumulation trust by the same grantor for the same beneficiary, 
and has no reference to the ordinary “simple” trust in which all the 
income is currently distributable. The splitting of the income among 
several taxable entities results in a reduction of the overall tax burden, 
since the accumulated income is taxed to each separate trust at lower 
rates than would be the case if only one trust were created. 

Section 113 of your committee’s bill adds a new section 669 to deal 
with this problem. It provides for including multiple-trust distribu- 
tions in the gross income of a beneficiary in the year in which the 
beneficiary receives such distributions, and the tax with respect to 
such inclusion is computed by applying a 10-year throwback which 
would operate in substantially the same manner as the existing 5-vear 
throwback rules contained in sections 665-668, except that the char- 
acter rules and the limitation on tax in section 668(a) would not apply. 
With respect to the 10-year throwback, if for any reason a person who 
receives a multiple-trust distribution is unable to establish his taxable 
income for any taxable year ending more than 5 years preceding the 
distribution (as, for example, where the returns are not available), the 
bill provides a special rule for the computation of the tax. 

Under the bill, generally speaking, the first of a series of trusts 
(which is created by the same grantor and accumulates income for the 
same beneficiary) that makes a section 669 distribution would not be 
subject to the new multiple-trust provisions. Rather, such a distri- 
bution from such a trust (referred to in the bill as a primary trust) 
would continue to be treated under the present 5-year throwback 
rules in section 665, including the exceptions contained therein. In 
addition, the character rules and provision relating to limitation on 
tax would apply. However, subsequent section 669 distributions to 
the same beneficiary from any other of such a series of trusts would be 
treated as multiple-trust distributions. 
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The bill also provides that a trust to which two or more persons 
contributed property shall be treated as two or more separate trusts 
to the extent the accumulation distributions are attributable to the 
property contributed by each person. ean t to the extent that a 
multiple-trust distribution can be traced to property contributed by 
a person who is not the same grantor, the distribution will not be 
subject to the multiple-trust rules. 

Under the bill the Secretary or his delegate is given broad authority 
to require the grantor, the trustee, or any benefici ‘iary of a multiple 
trust to furnish information to the extent nee essary to carry out the 
purposes of the section. In addition, a new section 6047 is added to 
the code to require a trust to make an information return with respect 
to each beneficiary who receives a distribution under this section, and 
to furnish such information to the beneficiary receiving the dis- 
tribution. 


Section 671. Trust income deductions and credits attributable to grantors 
as substantial owners (sec. 114 of bill) 

Sections 671-677 of present law (commonly referred to as the Clif- 
ford trust rules) not only treat grantors as the owners of all or a part 
of the trust property where they retain substantial dominion and con- 
trol over the property transferred to a trust, but also tax them on the 
income therefrom. Section 678 taxes persons other than the grantor 
as the owner of any portion of the trust property over which they have 
a power exercisable solely by themselves to vest corpus or income in 
themselves. 

Section 671 states the general rule that where the grantor or another 
person is regarded as the owner of any portion of a trust there shall 
be included in computing the taxable income and credits of the 
grantor, or such other person, those items of income, deductions and 
credits against tax of the trust which are attributable to that portion 
of the trust, as if the person deemed to be the owner of such portion 
of the trust were an individual. 

Section 114 of your committee’s bill deletes the references to “other 
persons”’ in section 671 in order to conform the section with the 
amendment in section 109 of the bill which removes section 678 from 
this subpart. The amendment also strikes from section 671 the words 
‘“‘an individual” and substitutes in lieu thereof “the grantor’ in order 
to eliminate any doubt as to the proper computation of the tax where 
a corporation, for example, is the grantor of a trust. This is intended 
to be declaratory of existing law. 


Section 674. Power to control beneficial enjoyment (sec. 115 of bill) 
Section 674(a) establishes the general rule that the grantor shall be 
treated as the owner of any portion of a trust in respect of which the 
beneficial enjoyment of the corpus or the income therefrom is subject 
to a power of disposition exercisable by the grantor or a nonadverse 
party, or both, without the approval or consent of an adverse em 
(1) Power exercisable by will or by deed (section 674(b)(3)) 
Under section 674(b)(3) a power in any person exercisable only by 
will, to control beneficial enjoyment of the income which is exercisable 


only by will, is, generally speaking, excepted from the operation of 
section 674(a). 
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Section 115 of your committee’s bill extends the exception in section 
674(b)(3) to a power to appoint by deed, as well as a power to appoint 
by will, where the exercise of the power to appoint by deed cannot 
confer beneficial enjoyment of the trust property on anyone until after 
the death of the holder of the power. However, the exception does 
not apply to a power exercisable by deed which does not exclude the 
grantor and his estate as possible appointees. 

(2) Power to distribute corpus (section 674(b)(5)) 

Section 674(b)(5) excepts from the general rule of section 674(a) a 
power to distribute corpus to a class of beneficiaries under certain 
prescribed conditions. 

The last sentence of section 674(b)(5) provides that such a power 
will not be excepted from the general rule, if any person has a “power 
to add to the beneficiary or beneficiaries or to a class of beneficiaries 
designated to receive the income or corpus, unless such action is to 
provide for afterborn or afteradopted children.”’ This latter provision 
is known as the “exception to the exception,”’ and where applicable, 
renders inoperative the exception to the general rule provided in 
paragraph (b)(5). This identical clause also appears in sections 
674(b)(6), 674(b)(7), 674(c), and 674(d), and where applicable de- 
stroys the exceptions provided in those paragraphs and subsections. 

Section 115(b) of your committee’s bill amends the last sentence of 
section 674(b)(5) relating to the exception to the exception to: 

(1) make it clear that it does not apply where the person 
having the power to add to the beneficiaries is an adverse party 
as defined under section 672(a); 

(2) make it clear that it does not apply to a power which 
qualifies under proposed section 674(b) (3) ; 

(3) make the clause inapplicable where a power to add bene- 
ficiaries provides for adding an “‘after-acquired spouse,” as well 
as “afterborn or afteradopted children”; and 

(4) substitute the word “change’’ for the word ‘‘add”’ in the 
statutory language. 

(3) Power to withhold income temporarily (section 674(b)(6)) 

Section 674(b)(6) provides another exception to the general rule of 
section 674(a) with respect to a power in the trustee to withhold in- 
come from a current income beneficiary if ultimately the accumulated 
income must go to such beneficiary, his estate, or his appointee or 
alternate takers in default of appointment, provided that— 


such beneficiary possesses a power of appointment which does 
not exclude from the class of possible appointees any person 
other than the beneficiary, his estate, his creditors, or the 
creditors of his estate, * * *. 


It has been pointed out that if the grantor were excluded from this 
group of possible appointees the exception would not be operative 
and the grantor, who could not take, would be taxable. On the other 
hand, if the trustee were permitted to accumulate income for A, and 
A, by deed or will, can appoint back to the grantor, a tax avoidance 
possibility may exist. 

Section 115(c) of your committee’s bill amends section 674(b) (6) 
to clarify the language and to close the possible loophole in present 
law by requiring that the grantor and his estate must be excluded 
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from the class of possible appointees. This amendment will become 
effective 1 year after date of enactment of the bill in order to give the 
donee of the power time to exclude the grantor and his estate as pos- 
sible appointees. Section 115(c) of the bill also amends the last sen- 
tence in section 674(b)(6) relating to the ‘exception to the exception” 
clause as discussed in the amendnent to section 674(b) (5). 


Power to withhold income during disability of a beneficiary 
section 674(b)(7)) 
Section 115(d) of your committee's bill amends the last sentence in 
section 674(b)(7) relating to the “exception to the exception” clause 
as discussed in the amendment to section 674(b)(5) 


Exception for certain powers of independent trustees (sec- 
tion 674(c)) 

Section 674(c) excepts from the general rule stated in section 674 (a) 
& power exercisable solely by a trustee or trustees other than the 
grantor, no more than half of whom are related or parties subservient 
to the grantor, to (1) distribute, apportion, or accumulate income to 
or for a beneficiary or class of beneficiaries, or (2) to pay out corpus 
to a beneficiary or a class of beneficiaries. 

Under present law if the described powers are vested in three 
trustees, only one of whom is independent, even though unanimous 
consent is essential to the exercise of the power the exception would be 
inoperative and the grantor would be treated as the owner of the 
trust income. 

Section 115(e) of your committee’s bill amends section 674(¢) to 
extend the exception to a situation where the described powers are 
vested in cotrustees and one is independent. For example, where the 
described powers are vested in three trustees, one of whom is an 
independent trustee, if the unanimous consent of all trustees is 
essential to the exercise of the power, it will qualify under section 
674(c). Section 115(e) of the bill also emends the last sentence in 
section 674(c) relating to the “exception to the exception” clause as 
discussed in the amendment to section 674(b) (5). 


Power to allocate income if limited by a standard (section 
674(d)) 

Section 674(d) excepts from the operation of the general rule in 
section 674(a) a power, exercisable by a trustee or trustees, “none of 
whom is the grantor’ or his spouse, to accumulate or distribute income 
to a beneficiary or class of beneficiaries, if limited by a standard, even 
though the power is exercisable by related or subservient trustees. 

Section 115(f) of your committee’s bill amends section 674(d) by 
striking the words “none of whom is the grantor” and substituting 
the words “other than the grantor’ in order to conform the language 
in section 674(d) to the changes i in section 674(c). Section 115(f) of 
the bill also amends the last sentence in section 674(d) relating to the 
“exception to the exception” clause as discussed in the amendment to 
section 674(b)(5). 

Section 675. Administrative powers (sec. 116 of bill) 

Section 116 of your committee’s bill contains a technical amendment 
to section 675 which adds the words “acting alone’ in the parenthetical 
clause. It is intended to make clear that trust income will not be 
taxable to the grantor where the trust instrument contains a general 
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lending power to make loans without regard to interest or security 
in situations where the grantor is only one of several trustees. 


Section 677. Income for benefit of grantor (sec. 117 of bill) 
(1) Obligation of support (section 677 (b)) 

Section 117(a) of the bill is a conforming amendment to section 
677(b) which deletes the references to paragraph (2) of section 661 (a) 
and substitutes references to paragraph (3) of section 661 (a). 

(2) Existence of discretion as to income (section 677 (e)) 

Under section 677(a) the grantor is treated as the owner of any 
portion of a trust whose income “in the discretion of the grantor or 
nonadverse party” may be distributed or accumulated for the benefit 
of the grantor or used to pay premiums upon policies of insurance on 
his life. Present law is not clear as to the extent to which it applies 
to a trust in which the trustee has discretion to distribute or accumu- 
late income, but the grantor reserves a power to withdraw a limited 
amount of corpus in each year. 

Section 117(b) of the bill adds a new subsection (c) to section 677 
which provides that discretion (referred to in sec. 677(a)) exists to dis- 
tribute income to the grantor or to apply income for the support of a 
beneficiary whom he is legally obligated to support or to apply income 
to the payment of premiums on policies of life insurance, even though 
the terms of the trust specify that the discretion relates only to corpus, 
to the extent that the income of the trust is not required to be dis- 
tributed currently. Thus, where a grantor reserves a power to with- 
draw corpus, but gives the trustee discretion to distribute or accumu- 
late the income for the benefit of another, the amendment makes it 
clear that the grantor will be taxed on the full amount of the trust 
income to the extent it was not required to be distributed currently. 


Section 681. Limitation on charitable deduction (sec. 118 of bill) 


The amendments to section 681 (a), (b), and (c) are largely con- 
forming amendments to implement the proposed change in the treat- 
ment of charitable contributions. The amendments correct technical 
defects in section 681 (b) and (c) with respect to the 30 percent limita- 
tion where the beneficiary is a church, educational organization, or a 
hospital. 

Section 119 of bill. Conforming amendments 

Section 119 of your committee’s bill amends various provisions of 

the code to conform them to the bill. 


Section 120 of bill. Clerical amendments 
Section 120 of your committee’s bill makes clerical amendments. 
Section 121 of bill. Effective date 


Section 121 provides a general effective date for the amendments 
made by title I of the bill. 


Ill. GENERAL EXPLANATION OF PARTNERSHIP PROVISIONS 


1. Rearrangement of subchapter K 
( ) I 


The present partnership provisions are divided into four parts with 
one of these parts subdivided into four subparts. The parts and 
subparts of existing law are as follows: 

Part I. Determination of tax liability 
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Part I]. Contributions, distributions, and transfers 
Subpart A. Contributions to a partnership 
Subpart B. Distributions by a partnership 
Subpart C. Transfers of interests in a partnership 
Subpart D. Provisions common to other subparts (including 
the collapsible partnership provision) 
Part LI. Definitions 
Part IV. Effective date 

The present partnership provisions have been criticized on the 
grounds that they are too complicated and that the taxpayer who is 
a member of the average simple partnership cannot be expected to 
understand many of the present provisions. It is believed that 
much of the difficulty in this respect stems from the fact that, in 
actual practice, the operation of partnerships can vary signific antly. 
The major problem appears to arise from the fact that a partnership 
is viewed by some as an entity separate and apart from the partners, 
while others view the partnership as an aggregation of the partners, 
each acting in his own separate capac ity. The partnership provisions 
of present law take both this “entity”? and this “aggregate’’ conce pt 
into account. The “entity”? concept is most frequently applied by 
the statute, since it ordinarily operates more simply than does the 

“aggregate” concept. U sually elections are available, however, mak- 
ing it possible for the partners or partnership to follow the aggregate 
concept if they care to do so. These elections are necessary if the 
tax laws are not to freeze partnerships into a rigid mold, but, never- 
theless, they are a complicating factor. Moreover, there are other 
relatively complicated partnership provisions, designed to prevent 
tax avoidance or undue hardship, which are unlikely to apply in the 
type of transaction in which the simple partnership or partner nor- 
mally engages. 

Your committee has concluded that, in actual practice, a substantial 
simplification can be achieved for the average simple partnership 
by grouping in one part the provisions likely to be applicable to 
these partnerships and by grouping in other parts the various elections 
and other technical provisions of narrower application. Therefore, 
in this bill it is providing a rearrangement of the partnership provisions. 

This bill rearranges the partnership provisions so that the provisions 
generally applic able to a “simple” partnership fall in part I, the 
special provisions relating to collapsible partnerships fall in part II, 
and the more technical provisions fall in part III. The outline of the 
rearrangement provided by this bill is as follows: 

Part I. Rules generally applicable to partners and partnerships. 
Subpart A. Determination of tax liability. 
Subpart B. Contributions to a partnership. 
Subpart C. Distributions by a partnership. 
Subpart D. Transfers of interests in a partnership. 
Subpart E. Treatment of certain liabilities. 
Part IJ. Collapsible partnership transactions. 
Part ILI. Special rules for partners and partnerships. 
Subpart A. Special rules in determining tax liability. 
Subpart B. Interest in partnership capital exchanged for 
services. 
Subpart C. Termination of retiring or deceased partner’s 
interest. 
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Subpart D. Election of optional adjustments to basis of 
partnership property. 
Part [V. Definitions. 

Your committee believes that any inconvenience that may be caused 
by a renumbering of sections under the new arrangement will be 
relatively minor because of the large proportion of old section numbers 
retained and because sufficient time has not yet transpired since the 
enactment of the 1954 Code to fix the existing numbers in practi- 
tioners’ minds. 

2. Section 702(b). Level for determining character of income 

Section 702(b) of present law provides that only the items of income, 
gain, loss, deduction, or credit which were included in a partner’s 
distributive share under paragraphs (1) through (8) of subsection (a) 
of section 702 are to have special characteristics in the hands of the 
partner. After excluding such items, the remaining income or loss, 
grouped in paragraph (9), becomes ordinary income or loss without 
any character other than “partnership income or loss.” As to whether 
the character of the items is to be determined at the partnership or 
partner level, the statute merely states that the character of the 
items in paragraphs (1) through (8) is to be determined as if the items 
were sealized directly from the source from which realized by the 
partnership, or incurred in the same manner as incurred by the 
partnership. 

Your committee’s bill continues the conduit principle established 
by section 702(b) of present law. However, it expands this principle 
by providing that the character of all partnership items, not just 
certain listed items, is to carry over into the hands of the separate 
partners. In reality this effect has already been obtained by the 
regulations which under existing authority provide that the character 
of all items of income, gain, loss, deduction, or credit, which have tax 
significance, is to carry over into the hands of the separate partners. 
This principle which is laid down in the regulations appears necessary 
in order to prevent a partner from being deprived of the benefit of such 
items as the retirement income credit where rents, dividends, etc., are 
received through a partnership. 

In addition, the bill provides that the character of items of income, 
gain, loss, deduction, or credit is to be determined on a partner-by- 
partner basis, depending upon the activities of each partner. How- 
ever, due regard must be given to any business, financial operation, or 

venture in which the partnership is engaged, since the partnership i is 
carrying on this activity for the partner. As a result, the sale of a 
property by a partnership may result in ordinary income to one 
partner (who is a real estate dealer) and capital gain to the other 
partners (who are not real estate ot oy in their separate capacities). 
However, just as it is possible for a real estate dealer who is a sole 
proprietor to have a segregated investment account (sales from which 
result in capital gain), so also will it be possible, where a partnership 
interest represents an investment account, for sales by the partnership 
to give rise to capital gain, rather than ordinary income, for the partner 
who is a real estate dealer, This will be a factual question to be 
determined in each case. It will, of course, also be necessary to take 
into account the activities of all partnerships where an individual is a 
partner in more than one partnership, in determining the character of 
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these various activities for the partner. Your committee believes that 
a rule of this general type is essential to prevent serious tax avoidance 
since dealers otherwise might avoid ordinary income tax by combining 
in partnerships with nondealer partners. 


8. Section 702(c). Gross income of a partner 
Section 702(c) of present law states: 


In any case where it is necessary to determine the gross 
income of a partner for purposes of this title, such amount 
shall include his distributive share of the gross income of the 
partnership. 


Gross income of the partnership as used here might not be reduced 
by any guaranteed payments made by the partnership to the partners. 
Section 707(c) of present law (sec. 707(b) of the bill), however, also 
provides that guaranteed payments are to be included in gross income 
for purposes of section 61(a). 

As the result of the interrelationship of sections 702(c) and 707 (c) 
((b) of the bill) the law may be interpreted as requiring the inclusion 
of guaranteed payments in a partner’s gross income twice, once as a 
portion of his distributive share of the partnership gross income and 
once directly as guaranteed payments. To overcome this possible 
double inclusion in gross income your committee’s bill modifies this 
provision to provide that for purposes of computing gross income 
under section 61(a) amounts included in gross income as guaranteed 
payments are not to be again included as ‘‘gross income of a partner.” 


4. Section 702(d). Limitations in computing taxable income (new sub- 
section) 

Although various sections of the code impose limits upon the 
amount of an item (generally a deduction item) which is to be taken 
into account in computing taxable income, subchapter K does not 
make it clear whether the code imposes these limitations at the 
partnership or at the partner level. Under the regulations, however, 
the limitations are applied at the partner level. 

The types of limitations referred to include the $50 exclusion of 
dividends received by individuals, the $1,000 limitation on the de- 
duction of capital losses in excess of capital gains, the $100,000 
limitation on deductible exploration expenditures, the limitation of 
soil and water conservation expenditure deductions to 25 percent of 
gross income from farming, the limitation of deductible charitable 
contributions to 20 or 30 percent of an individual taxpayer’s adjusted 
gross income, the limitation on the deductible depletion allowance to 
50 percent of taxable income from the property and the limitation on 
the foreign tax credit restricting the allowable credit to the portion of 
the taxpayer’s taxable income from sources within the foreign country. 

Your committee’s bill makes it clear that wherever a limitation is 
imposed upon the includibility or the deductibility of an item, each 
partner is entitled to his full share up to the statutory limit and that 
the partnership is to be disregarded for this purpose. 

Your committee concluded that it would be undesirable to impose 
the limitations at the partnership level since this would permit. indi- 
vidual taxpayers to exceed a limitation set by the statute simply by 
forming a number of partnerships. Moreover, it would work out 
unfairly where a large number of partners share the same item. If 
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the limits were imposed at both the partnership and partner levels, 
they would discriminate against the partnership form of business. 
Your committee believes that the limits set in the code generally are 
the amount intended to be allowed to any single individual taxpayer. 
It takes this view even though it recognizes that certain accounting 
complexities may arise when a partnership allocates items of income 
or deduction to partners differently situated. This amendment is 
intended to clarify, and not to change, present law. It should be 
made clear, however, that your committee does not consider that the 
word “imitation” as used in the amendment includes the restrictions 
on the choice of depreciation methods under section 167. 

5. Section 702(e). Election for simplified reporting (new subsection) 

As indicated in the discussion on the preceding subsections of section 
702, the character of every partnership item of income, gain, loss, 
deduction, or credit of a partnership which has tax significance is to 
carry through to the partner and is to be reported separately by him 
on his own income tax return. For the medium-sized or relatively 
large partnership such exactness will, of course, be desired on the part 
of the taxpayers, since most of the special characteristics of various 
items will be advantageous to the partners in the computation of their 
own income tax liability. However, for a relatively small partnership, 
if most of its income represents ordinary income, maintaining the 
special character of various items frequently is of little benefit and 
adds considerably to the complexity of the computation for the partner 
in his own individual income tax return. 

To avoid this result your committee’s bill adds subsection (e) 
to section 702 providing that a partnership may elect (where all of 
the members are individuals) to take all items of income and deduc- 
tion into account as a single, net, ordinary income or loss item, with 
the exception of capital gain and loss items and dividend income. 
The capital gain and loss items will continue to be separated into 
gains and losses from the sale or exchaige of capital assets held for not 
more than 6 months, gains and losses from the sale or exchange of such 
assets held for more than 6 months, and gains and losses from the sale 
or exchange of section 1231 assets. The separate reporting of these 
items is necessary to prevent tax avoidance possibilities where there 
are net losses. Dividend income under this election would also 
continue to be reported separately because such income must be 
identified separately for self-employment tax purposes. 

To maintain this option as a simple method for reporting partnership 
income it is necessary to deny deductions and exclusions for this 
purpose where there is some fixed amount or percentage limitation. 
Also disallowed are any credits (other than those for dividends) 
attributable to the partnership income. The denial of these items 
in this case is necessary since otherwise such items would have to be 
determined separately at the partner level, maintaining their character 
from this point as is usually the case. 

The election under this section can be made annually. 


6. Section 703(b). Organizational expenditures (new subsection) 


Decisions by the Tax Court have held that expenses incurred in the 
organization of a partnership are capital expenditures and cannot be 
deducted by the partnership. Section 248 of present law permits a 
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corporation, if it so elects, to deduct its organizational expenditures 
over a period of 5 years. 

Your committee believes that organizational expenditures should 
be deductible by partnerships, to equate their tax treatment with 
corporations. Asin the case of corporations, however, your committee 
believes that the deduction should be limited to expenses of organiza- 
tion, not including those equivalent to “reorganization expenditures”’ 
(such as revisions of a partnership agreement and buy and sell agree- 
ments), and not including those ineurred to obtain capital contribu- 
tions or those incident to the transfer of assets to the partnership. 

The bill, therefore, adds a new subsection (b) to section 703 provid- 
ing for the deduction of organizational expenses of a partnership. 
These expenses are to be taken ratably over a period of 60 months 
beginning with the month in which the expenses are paid or accrued. 
However, expenses which, because of the limited life of the pane 
ship, are not deducted by a partnership before its last taxable year 
in any case may be deducted in that last year. 

For this purpose organizational expenses are defined as those paid 
or accrued in a partnership taxable year beginning on or after the 
date of enactment of this bill, which are ine ident to the creation of a 
partnership or to the preparation of the first written partnership agree- 
ment. However, such expenses do not include any revision of, or 
substitute for, an already existing written partnership agreement. In 
addition, the expenses must be of a type which are chargeable to 
capital account and in no case may the expenditures include those to 
obtain capital contributions for the partnership or those which are 
incident to the transfer of assets to the partnership. 


7. Section 705 and section 768. Determination of basis of partner’s 
interest (present sec. 705 (a) and (b)) 

Section 705 of present law provides two rules, a general rule and an 
alternative rule, for purposes of determining the basis of a partner’s 
interest in a partnership. 

The general rule requires a partner to determine the adjusted basis 
of his interest by taking the basis of the property originally contributed 
to the partnership, or the basis of the interest at the time of purchase, 
and then increasing this by the partner’s distributive share of the 
income of the partnership and decreasing it by the partnership basis 
of assets distributed to him, and by the partner’s distributive s seni of 
losses of the partnership. 

The alternative rule provides that the Secretary or his delegate 
may prescribe the conditions under which the adjusted basis of a 
partner’s s interest may be determined by reference to what his pro- 
portionate share of the adjusted basis of partnership property would 
be if the partnership were to be terminated at that time. 

Since the partnership frequently has to determine the adjusted 
basis of partnership property, your committee believes the alter- 
native rule, where the Secretary permits its use, is much simpler to 
apply than the general rule. Moreover, in the case of the simple 
partnership, where the contributions and distributions have been in 
money and there have been few if any transfers of partnership in- 
terests, the basis for a partner’s interest reached under either rule is 
likely to be substantially the same. 
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In view of these considerations your committee’s bill provides that 

what is now the alternative rule, with modifications, is to become the 

eneral or standard rule, and that what is now the general rule is to 
ecome the alternative rule. 

This new general rule will not apply, however, if the partnership 
elects the more detailed method (sec. 763 in the rearrangement). It 
also does not apply if a revenue agent upon examination of a partner’s 
(or the partnership’s) return (or subsequently in any process of review 
of a return) calls upon the partner to establish that there are no sub- 
stantial differences (because of contributions, transfers of interests, 
distributions, or other circumstances) between computing the ad- 
justed basis of his interest under the simpler procedure and computing 
it under the more detailed procedure provided in the new alternative 
section (sec. 763) and the partner fails to establish that there are no 
substantial differences. In determining whether a partner is to be 
permitted to use the new, simpler, general rule or whether he must 
compute the basis of his interest under the more detailed rule, your 
committee intends that a factor to be taken into account is the 
difficulty involved in developing the transactions on which the more 
detailed rule should be based. 

Section 706. Changing or adopting a tarable year 

Section 706(b)(1) of present law would appear to require establish- 
ment to the satisfaction of the Secretary or his delegate of a business 
purpose before a partnership can adopt any year where its principa 
partners are on different taxable years. However, the regulations 
on this point provide that a newly formed partnership may adopt a 
calendar year as its taxable year without securing prior approval from 
the Commissioner if all of its principal partners are not on the same 
taxable year. Presumably the authority for this is contained in 
sections 441(b)(2) and 441(g) ( 3) of the code. 

Section 706(b)(2) of present law would seem to indicate that a 
principal partner may change his taxable year to that of a partner- 
ship in which he is a principal partner without obtaining the consent 
of the Secretary or his delegate. However, the regulations on this 
section (sec. 1.706—1(b)(2)) indic ate that a partner may not change 
his taxable year without securing prior approval from the Commis- 
sioner. This requirement is based on the fact that section 442 pro- 
vides that if a taxpayer changes his annual accounting period the 
new accounting period is to become the taxpayer’s taxable year only 
if the change is approved by the Secretary or his delegate. 

Your committee’s bill amends section 706(b)(1) clearly to permit 
a partnership to adopt the calendar year as its taxable vear without 
the consent of the Secretary or his delegate where the principal 
partners have different taxable years. It concluded that this was 
necessary because otherwise the partnership might find itself in the 
position of being unable to adopt any taxable year where the principal 
partners were on different taxable years. The rule in the regulations 
appears to be the most. practical solution to this problem. 

Your committee’s bill also amends section 706(b)(2) to make it 
clear that a partner must obtain the permission of the Commissioner 
to change his taxable year even though changing to the same year 
as that of a partnership i in which he is a member. Your committee 
concluded that it was desirable to make the rule in the present regu- 
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lations the express statutory rule because there are many conditions 
under which the Secretary or his delegate might not want to permit 
a partner to change his taxable year to that of a partnership in which 
he isa member. For example, problems may arise where— 
(1) an individual is a principal partner in more than one 
partnership ; 
(2) the income of the spouse of a partner, for some other 
reason, should be on a different taxable year; and 
(3) the partnership income is only a minor portion of the 
taxpayer’s total income. 


9. Section 707. Transactions between partners and partnerships (present 
sec. 707 (a) and (c)) 


, 
These are conforming changes. 


10. Seetion 708(b)(1)(B). Termination of a partnership on sale to 
another partner of an interest of 50 percent or more 

Present law provides that a partnership is to be considered as termi- 
nated if, within a 12-month period, there is a sale or exchange of 50 
percent or more of the total interest in partnership capital and profits. 
Thus, the sale of a partnership interest to another partner will termi- 
nate the partnership if the interest sold is in excess of 50 percent of the 
total interest in the partnership capital and profits. However, no 
termination occurs where a partner’s interest is liquidated by making 
distributions to him of more than 50 percent of the partnership assets. 

Your committee believes that this disparity in treatment between 
cases where an interest is sold and where a distribution is made places 
too much emphasis on form. For example, it would appear that the 
same result as the sale of an interest to other partners can be obtained 
by the partners intending to remain in a partnership making addi- 
tional contributions of property to the partnership, and then the 
partnership making distributions to the withdrawing partner. In 
this case, of course, under present law (if these were not viewed as 
step transactions) there wen not be a termination of the partnership 
even though the withdrawing partner had more than a 50-percent 
interest. 

To equate the tax consequences in the sale and distribution cases, 
your committee’s bill provides that a partnership is not to be termi- 
nated by a sale of an interest regress of the percentage interest 
sold) to partners who have been members of the partnership for at 
least 12 months prior to the sale. 

The bill also makes it clear that the reference to sales or exchanges 
which result in a 50-percent change in interests (where the interests 
are sold to other than the existing partnership members) refers to the 
aggregate sales or exchanges occurring within a 12-month period. 

11. Sections 721 and 722. Contributions to a partnership 

The changes made in sections 721 and 722 are closely related to the 
changes made in section 770 and are included in the discussion on that 
section in No. 24 below. 

12. Sections 731 and 732. Extent of recognition of gain or loss on dis- 
tribution and basis of distributed property other than money 
These are conforming changes. 
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13. Section 734. Basis of undistributed partnership property (present 
sec. 734(a)) 


These are conforming changes. 


14. Section 735, Character of gain or loss in the case of sales or exchanges 
of distributed property (present sec. 735(a)) 

Present law provides that if a partnership distributes unrealized 
receivables or inventory items to a partner which he in turn sells, any 
gain realized by the distributee partner is to be ordinary income in the 
case of the inventory items, if they are sold within 5 years of the 
distribution, and in the case of unrealized receivables irrespective of 
how long after the distribution the sale occurs. 

Both in the case of unrealized receivables and inventory items, 
present law refers to gain or loss ‘“‘by a distributee partner.” As a 
result, a distributee partner may be able to make a gift of the unrealized 
receivables or inventory items received by him, and his donee, upon the 
sale of the receivables or inventory items, may not be subject to the 
ordinary income treatment which w ould apply if the distributee 
partner had made the sale. 

Your committee’s bill provides that the character of a gain or loss 
on the sale of unrealized receivables or inventory items (actually 
“sec. 751 assets’ under the bill, as explained subsequently) distributed 
to a partner is to be maintained through all subsequent transfers of 
the property where the basis of the distributee partner for the property 
is carried over for the transferee. This rule is consistent with the 
basic rules of present law and will prevent the avoidance of the 
ordinary income rule in the case of gifts of such property and in 
other cases involving the carryover of the distributee partner’s basis. 

Your committee’s bill also removes the 5-year limitation presently 
applicable in the case of inventory items. As a result, unrealized 
receivables, inventory items, as well as other items ¢ lassified as section 

751 assets under the bill (defined in that section as shown below), 
when distributed are indefinitely to retain their ordinary income char- 
acter in the hands of the distributee partner (or his transferee where 
the distributee partner’s basis is carried over). 


Section 736. Holding period for partnership property (present sec. 
735(b)) 


This section involves only conforming changes. 


16. Sections 741 and 748. Transfers of interests in a partnership 
(present secs. 741 and 743(a)) 
These sections involve only conforming changes. 


Sections 749, 750, and 751. Collapsible partnership transactions 
(present sec. 751) 


Under present law the so-called collapsible partnership provision 
applies both to sales of partnership interests and also to distributions 
by a partnership where there is a sale or distribution with respect 
to certain ordinary-income-type assets, and these assets represent a 
significant element in the transaction. The types of property with 

which this collapsible partnership provision is concerned are ‘“‘unreal- 
ized receivables” and “inventory items which have substantially 
appreciated in value.”’ The existing statute presents detailed defini- 
tions of unrealized receivables and inventory items. In addition, in 
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the case of inventory items, two tests are applied in determining 
whether there is substantial appreciation and, therefore, whether or 
not the collapsible partnership provision applies, In all cases, how- 
ever, the co ollapaible partnership provision applies in the case of 
unrealized receivables. For the gain attributable to the inventory 
items to be treated as ordinary income their fair market value must 
exceed 120 percent of their basis and also the fair market value of 
these assets must represent more than 10 percent of the fair market 
value of all partnership property other than money. 

Your committee’s bill has rearranged the present collapsible part- 
nership provisions, which appear in section 751, by placing the portion 
relating to transfers of an interest in section 749 and the portion 
relating to distributions in section 750. The definitions, ete., remain 
in section 751. Most of the changes made by your committee’s bill 
relate both to transfers of an interest and to distributions. 

However, one change made applies exclusively to the sale of a 
partnership interest. This is the addition of the sentence in section 
749 which provides that this section is to apply where there is a gain 
with respect to the ordinary income assets, whether or not there is an 
overall gain with respect to the sale or exchange of the interest. It is 
not clear under present law as to whether the ordinary income treat- 
ment applies only when there is an overall gain on the sale of an 
interest, or whether it applies where there is a gain on ordinary assets 
without regard to whether there is an overall gain or loss on the sale 
of the interest. Your committee believes that where there is ordinary 
income, the presence or absence of overall gain with respect to the 
entire interest should make no difference in the taxation of this ordi- 
nary income. 

In section 750, which deals with distributions, your committee’s bill 
adds an exception to the ordinary income treatment generally pro- 
vided. It provides that the section 750 ordinary income treatment is 
not to apply in the case of a distribution of the partner’s share of 
partnership income for the current year (including drawings and ad- 
vances). This is an exception now set forth in the regulations and 
one which your committee believes appropriately belongs in the 
statute. It is believed that this exception will do much to remove 
uncertainty as to the extent of the application of section 750. 

The remaining changes made by your committee apply both to sales 
of an interest and distributions. In the interest of simplification, your 
committee has substituted for the present troublesome definitions of 
unrealized receivables and inventory items a more general definition of 
items to which the ordinary income treatment is to apply. For con- 
venience, the items in this category are referred to as “section 751 
assets.’ These section 751 assets are in general defined as assets 
which, if held by an individual, would result in ordinary income upon 
their sale. This rule appears preferable to the separate definitions in 
existing law for unrealized receivables and inventory items because it 
provides the same rule for partnerships as is now followed by indi- 
viduals. This also avoids problems in existing law in attempting to 
define what constitute unrealized receivables and particularly what 
constitute inventory items. 

As previously indicated, under existing law unrealized receivables 
are treated as resulting in ordinary income in all cases, whereas inven- 
tory items are so treated only where there is “substantial apprecia- 
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tion.”” In the interest of simplification your committee’s bill applies 
this substantial appreciation test uniformly to all section 751 assets in 
the aggregate. Thus, ordinary income treatment will be applied in 
the case of unrealized receivables only when the appreciation in such 
items, together with the appreciation in inventory, etc., represents a 
substantial element in the sale or distribution transaction. 

In determining whether there is substantial appreciation in the case 
of these section 751 assets, your committee’s bill removes an unin- 
tended benefit in the present provision whereby real estate developers 
and others, through the use of liabilities (such as mortgaged property), 
may avoid the ordinary income treatment on what are in reality 
substantially appreciated section 751 assets. This avoidance is accom- 
plished by reducing the section 751 assets below 10 percent of the 
value of all assets by borrowing funds and purchasing additional non- 
section 751 assets. The effect of this under present law may be to 
remove all of the sectton 751 assets involved from the category of 
“substantially appreciated.’”’” Your committee’s bill avoids this 
possible result in applying the 10-percent test, by requiring that the 
fair market value of the partnership property (other than money) be 
reduced by any liabilities of the partnership. Thus, borrowing by the 
partnership will not reduce this percentage and avoid the application 
of the substantial apprec iation test. 

Your committee’s bill makes more equitable the application of the 
ordinary income treatment provided by the collapsible partnership 
provision by making available the offset of section 1231(b) losses. 
This is provided because other taxpayers may reduce ordinary income, 
with respect to which tax otherwise would be imposed, by any net loss 
on section 1231(b) assets (generally real and depreciable property used 
in the trade or business). Your committee’s bill, in order to provide 
as nearly as possible the same ordinary income treatment where a 
partnership interest is sold or a partnership makes a distribution as 
would apply in the case of other taxpayers, provides that the income 
treated as ordinary income is to be reduced by any loss referred to as 
a “section 751(b) loss.” In your committee’s bill a section 751(b) 
loss is in general defined as any net loss which would occur as a result 
of the application of section 1231 with respect to partnership property 
which in effect the partner is selling. This may occur either because 
he is in effect selling such property when he sells his partnership interest 
or when, in a distribution, a distributee partner gives up an interest 
in such property or the partners remaining in the partnership after 
the distribution give up an interest in such property. 

In determining whether the sale or exchange of an interest or a 
distribution of property will result in ordinary income, your com- 
mittee’s bill provides that the character of the property is to be deter- 
mined at the time of the sale or exchange or distribution. It also 
provides that the character is to be determined as if the property 
were sold directly by the person relinquishing the interest in the prop- 
erty. However, in this case, as in the case of the determination of 
the character of the income under section 702, due regard is to be 
given to any business, financial operation, or venture in which the 
partnership is engaged. Thus, the determination will be made sepa- 
rately with respect to each partner, but attention will be given to the 
fact that the partnership is acting for each of the partners. The dis- 
cussion under section 702(b) is applicable here. 
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In addition, your committee’s bill provides that the character of 
the property is to be determined as if all of the property had been 
sold to one person in one transaction. It is believed that this treat- 
ment is likely to conform with the facts in the situation where a 
partner is selling an interest or receiving a distribution, since in these 
cases he is in fact in a single transaction disposing of an interest in the 
property involved to one person or to a group of persons. For purposes 
of simplicity, all property of the partnership, in applying the ordinary 
income rule under the bill, is to be considered as if it had been held for 
more than 6 months (more than 12 months in the case of certain live- 
stock described in section 1231(b)(3)). 


18. Section 761. Special rules for contributed property (present sec. 
704(c) (2) and (8)) 
These are conforming changes. 
19. Section 762. Family partnerships (present sec. 704(e)) 
These are conforming changes. 


20. Section 763. Alternative rule for determination of basis of partner’s 
‘ : My 7 
interest (present sec. 705(a)) 
This provision was discussed in connection with section 705. 


21. Section 764. Closing of a taxable year for deceased partner or partner 
who sells or exchanges part or all of interest (in part new and in part 
present sec. 706(c)(2)) 

Section 706(c)(2)(A) (ii) of present law provides that the taxable 
year of a partnership with respect to a partner who dies shall not 
close prior to the end of the partnership’s taxable year. 

Present law provides that the partnership year is to remain open 
with respect to a partner who dies in order to prevent the “bunching” 
of more than 1 year’s income for tax purposes in the year of death 
of a partner whose taxable year differs from that of his partnership. 
However, this overlooks the fact that where “bunching” is not a 
serious problem such treatment may deny the opportunity to offset 
this income against deductions and exemptions available in the year 
of death. It may also deny the benefits of income splitting with 
respect to this partnership income. 

Your committee believes that in the usual case, where the partner- 
ship and the partners are on the same taxable year, it is more impor- 
tant in the case of a deceased partner to have the opportunity to 
offset the partnership income against deductions, exemptions, and 
other benefits available in the year of death than it is to avoid the 
“bunching” of income by reporting such income in the year after the 
death of the partner. Consequently, your committee’s bill provides 
that as a general rule the partnership taxable year in the case of a 
deceased partner is to close at the date of death. However, the bill 
provides that the successor in interest of a deceased partner is to have 
the option to continue the year, with respect to the deceased partner 
to the normal ending of the partnership year, where there has been 
no sale, exchange, or liquidation of this interest before that date. 
Where the interest has been sold, exchanged, or liquidated after the 
death of the deceased partner but before the end of the partnership 
year, he is to have the option to continue the partnership taxable year 
for the decedent’s interest to the date of the disposition. Where 
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there is an agreement to sell, exchange, or liquidate part or all of the 
interest, operative on the date of death, the successor in interest 
is to have the option to continue the partnership’s taxable year for 
the decedent’s interest until the day following the decedent’s death. 


22. Section 765. Certain sales or exchanges of property with respect to 
controlled partnerships (present sec. 707(b)) 

Section 707(a) of present law provides that as a general rule, if a 
partner engages in a transaction with a partnership, other than in his 
capacity as a member of the partnership, the transaction is to be con- 
sidered as occurring between the partnership and one who is not a 
partner. Subsection (b), however, provides certain exceptions to this 
rule. 

Under these exceptions losses are disallowed in the case of sales 
or exchanges of property between a partnership and a partner owning, 
directly or indirectly, more than 50 percent of the capital interest, or 
profits interest, in the partnership, and also in the case of two partner- 
ships in which the same persons own, directly or indirectly, more 
than 50 percent of the capital interests or profits interests. 

The exceptions also provide in certain cases that any gain recognized 
on the sale or exchange of property other than a capital asset is to be 
ordinary income. The transactions referred to are sales or exchanges 
between a partnership and a partner owning, directly or indirectly, 
more than 80 percent of the capital interest, or profits interests, in the 
partnership or between two partnerships in which the same persons 
own, directly or indirectly, more than 80 percent of the capital 
interests, or profits interests. 

Under the rearrangement these limitations on the extent to which 
transactions between a partner and a partnership are to be treated 
in the same manner as transactions between unrelated parties are 
set forth in section 765. In addition, your committee’s bill makes a 
series of changes designed to perfect these exceptions. 

First, in the case of both the gain and loss provisions, the bill 
changes the references to transactions between a “partner” and a 

artnership to transactions between a “person” and a partnership. 
This is designed to make it clear that a loss may be disallowed, or a 
gain taxed as ordinary income, even though the person making the 
sale is not a partner but instead is a person closely related to a partner. 

Second, the bill deletes the words “directly or indirectly”, in both 
the gain and loss provisions, from the reference to ownership between 
a person and a partnership as being unnecessary in view of the specific 
constructive ownership rules applicable in these cases. It also removes 
this phrase in the case of ownership between two partnerships, in both 
the gain and loss provisions, for the same reasons. 

Third, the bill expands the loss provision to cover losses which may 
arise in the case of sales or exchanges between a partnership and a 
corporation, or trust, or estate where there is ownership of common 
interests of more than 50 percent. The bill also provides that this is 
to be the exclusive rule in the case of transactions between partner- 
ships and corporations or estates or trusts. This removes an overlap 
which currently exists between section 267 and section 707(b)(1). 

Fourth, the bill makes the ordinary income treatment inapplicable 
in the case of gains where the transfer involves land used in a trade or 
business. The exclusion presently applies only in the case of capital 
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assets. Capital assets, under present law, are excluded from the ap- 
plication of the ordinary i income treatment, in the case of controlled 
partnerships, since such assets, whether in the hands of the partnership 
or the partner, can result only in capital gain or loss. Since this is 
also true in the case of land used in a trade or business (and since this 
does not result in depreciation deductible against ordinary income) 
your committee believes that it is appropriate to extend this same rule 
in such a case. 

Fifth, both in applying the 50-percent test in the case of losses and 
the 80- -percent test in the case of gains, your committee’s bill uses the 
term ‘common interests.”” Under your committee’s bill this term 
“common interests” is determined with respect to two or more persons 
by adding together the smaller interest which each such person has in 
both of the organizations in question. In other words, the common 
interests are the sum of these smaller interests. For one individual 
the common interests in two or more organizations is the smaller 
(or smallest) common interest he has in the organizations. This 
rule can be illustrated by the case where partners A and B share 
the ownership of one partnership on a 10- to 90-percent basis and 
of another partnership on a 90- to 10-percent basis. In this case 
the “common” ownership of A in the two partnerships would be 10 
percent. The “common” ownership of B also would be 10 percent 
with the result that the total common interests owned by the two 
partners in each partnership would be 20 percent. Under present 
law, merely because both A and B are members of both partnerships, 
and together own more than a 50-percent interest in each partnership, 
a loss resulting from the sale of property between these two partner- 
ships would be ignored. This appears inappropriate since in reality 

a sale between these two partnerships represents a shift in equity 
eestita between A and B to the extent of 80 percent. Your com- 
mittee believes that the new ‘‘common interest” rule is desirable both 
in that it is more specific and more equitable than the rules followed 
under present law. 


23. Section 766. Continuing partnership in mergers or consolidations 
and divisions (present sec. 708(b)(2)) 


These are conforming changes. 


24. Section 770. Interest in partnership capital exchanged for services 
(new section) 

Present law provides that no gain or loss is to be recognized to a 
partnership or to any of the partners in the case of a contribution of 
property to the partnership in exchange for an interest m the partner- 
ship. However, the eee (sec. 1.721-1(b)(1)) state that this 
provision does not apply to the extent a partner gives up a part of his 
capital interest as compensation for services rendered by another 
person. In such a case the regulations provide that the value of the 
interest transferred is income to the person performing the services. 
They also provide that the amount of the income in this case is the 
fair market value of the interest transferred at the time of the transfer 
in the case of past services, or otherwise at the time the services are 
rendered. 

Your committee in general approves of the result obtained in the 
regulations but believes that there should be a clear statutory basis for 
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this position. Moreover, valuation at the time the services are com- 

leted does not appear to give a satisfactory result in the case of serv- 
ices to be rendered in the future since the valuation at this future date 
might include a substantial amount of appreciation which occurred 
after the transfer of the interest. This appreciation (except in the 
case of inventory, etc.) should be capital gain rather than ordinary 
income. 

Your committee’s bill recognizes ordinary income in the case of the 
service partner and treats this amount taxed to him as a contribution 
by him to the partnership. In the case of the already existing partners 
the partnership is allowed a deduction, if the services performed by the 

service partner for the partnership are ‘of such a nature as to constitute 

a trade or business expense, and this deduction then is allocated 
among the already existing partners (or their successors). On the 
other hand, if the services performed by the service partner are of such 
a nature as to give rise to capital values in the partnership, rather than 
representing a trade or business expense, then the basis of partnership 
properties is increased by an amount representing the services. In 
order to avoid a complex set of rules, the partners relinquishing the 
interests in the capital of the partnership do not recognize any gain 
or loss with respect to this relinquishment. Because of this, the 
deductions which they may receive (where the services take the form 
of a trade or business expense) are limited to their adjusted basis for 
the interest being relinquished. 

The bill provides generally that the amount to be included for tax 
purposes in the gross income of the partner performing the services is 
to be the same as the deduction which is available through the partner- 
ship to the existing partners (subject to the basis limitation referred to 
above) or the addition to the basis of partnership properties, as the 
case may be. 

Where the interest in the partnership is transferred to the service 
partner without any substantial restrictions or limitations as to its 
transferability, the bill provides that the amount is to be taken into 
account at the time of the exchange (for all of the purposes referred to 
above) and is to be the fair market value of the interest at that time. 
However, where the interest is subject to substantial restrictions or 
limitations as to transferability at the time of the exchange, the bill 
provides that the amount is to be taken into account at the time 
these restrictions or limitations cease to be substantial (or the interest 
is disposed of other than by death where the restrictions or limitations 
continue). The amount to be taken into account at that time is to 
be the smaller of the fair market value of the services or the fair market 
value the interest would have had at the time of the exchange had 
there been no such restrictions or limitations. These rules give assur- 
ance that appreciation in value of capital assets, subsequent to the 
transfer of the interest, will not be taken into account as ordinary 
income to the service partner. As already indicated, this amount 
which is taken into account is the same for the service partner with 
respect to his inclusion in gross income and for the partnership where 
the services performed result in an increase in partnership capital 
value. However, where the services result in a trade or business ex- 
pense deduction to the partnership and this amount goes to the already 
existing partners, then the amount taken into account as a deduction 
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by them is to be the amount already referred to, or, if smaller, the 
adjusted basis of the interest in the partnership which such a partner 
relinquishes to the service partner. Since such a partner does not 
have to recognize the capital gain currently in such a case, it was 
thought appropriate to limit the deduction to the proportion of the 
interest relinquished with respect to wiich he already has a basis. 


25. Section 776. Amounts paid to a retiring partner or a deceased 
partner’s successor in interest (present sec. 736) 

Present law provides that when amounts are paid to a retiring 
partner, or successor in interest of a deceased partner, in liquidation of 
a partnership interest the amount is subject to the ordinary distribu- 
tion rules to the extent it is in exchange for the partner’s share of 
partnership property. However, amounts paid in excess of the fair 
market value of the deceased or retiring partner’s share of the property 
are treated as a distributive share of partnership income or as a guar- 
anteed payment. There are two exceptions, however, to these 
general rules. First, a payment for unrealized receivables of the 
partnership is always treated as ordinary income rather than as a 
distribution. Second, a payment in exchange for the retiring part- 
ner’s or successor’s interest in goodwill of the partnership is not 
considered to be a distribution unless the partnership agreement so 
provides. 

Your committee’s bill retains the basic division of payments coming 
under this section between those classified as ordinary income pay- 
ments in subsection (a) and those treated as distributions with respect 
to an interest under subsection (b). However, it has added a number 
of rules to make the application of this provision more specific. 

First, your committee has clarified the time of taking the ordinary 
Income subsection (a) payments into account. Under the bill the 
subsection (a) payments generally are to be taken into account as of 
the last day of the taxable year of the partnership in which they are 
paid or become payable. However, where the amounts become pay- 
able either within the partnership year with respect to which they are 
determined, or by April 15 of the following year in the case of a cal- 
endar-year partnership (or corresponding period for other partner- 
ships), under the bill they are to be taken into account as of the end 
of the year with respect to which they are determined. Your com- 
mittee believes that generally it is reasonable to take these amounts 
into account when they are paid (or become payable in the case of 
accrual-method taxpayers). However, when they are paid either in 
or shortly after the year with respect to which they are determined, it 
is believed that the partners probably intended the amounts to be 
considered as a distributive share and, therefore, that the income in 
these cases should be reported as a part of the income of the year for 
which the amounts were determined. 

Second, the bill provides that these amounts which are taken into 
account at some time after the year with respect to which they are 
determined are always to be dante as ‘guaranteed payments’’ and 
never as “distributive shares,” The effect of this is that in such 
cases the special characteristics of persneepaip income will not be 
carried over to the retired partner heir. Your committee con- 
cluded that to treat these payments as distributive shares, retaining 
all of their special income characteristics, would present a practical 
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administrative problem to the partnerships of having initially to 
make one distribution of partnership mcome with respect to a year 
and then subsequently, perhaps many years later when the amounts 
are paid, having to make a redistribution of the earlier year’s income 
on a different basis, including an accounting for all of the special 
income characteristics of that earlier year on a new basis. 

Third, the bill provides a new special definition of unrealized re- 
ceivables for purposes of section 776 (and also sec. 691). As indicated 
previously, for purposes of most of the partnership provisions, un- 
realized receivables, inventory items, and other ordinary income 
items, have been combined into a single category known as section 
751 assets. However, in the case of retiring or deceased partners, 
only payments with respect to unrealized receivables have been placed 
in the category of subsection (a) amounts. Therefore, in view of the 
removal of the definition of unrealized receivables for other purposes, 
it was necessary to provide a spec ‘ial definition of unrealized receivables 
for purposes of this section. The definition of unrealized receivables 
added by vour committee’s bill in section 776 is similar to the defini- 
tion in section 751 of existing law. However, the bill limits the appli- 
cation of the definition in the case of services to be rendered or goods 
to be produced. Services not yet performed are omitted from the 
definition. In the case of goods, those not yet delivered, where a 
partnership is predominately in a distributing trade or business, also 
are omitted. For manufacturing and similar types of business, the 
term includes goods produced, but not yet delivered, where orders 
have been placed at the time of the withdrawal from the partnership 
of the deceased or retiring partner. 

Fourth, the bill provides that where all of the payments with respect 
to a partnership interest are made within a 12-month period, the 
entire amount is to be treated as coming under the distribution rules 
with no part being classified as a section 776(a) amount. Under pres- 
ent law, problems have arisen where partnership agreements have 
provided for a single payment (or perhaps two or three payments 
within a short period) in liquidation of the interest of a retiring or 
deceased partner. In such cases it is likely that the partners set up 
such a transaction in the expectation that the distribution rules would 
apply. However, if upon audit the payments made in liquidation of 
the interest are determined to be in excess of the fair market value of 
the interest in partnership property being liquidated, it can be contended 
that part of this payment is required to be classified as a subsection 
(a) payment. This is true even though this was not the intention of 
the partners and will result in substantially different tax treatment 
for the remaining partners and retiring partner (or successor in interest 
of the deceased partner) than was contemplated. Your committee 
believes that when the agreement provides for a single payment, or 
several payments within a short period, the parties ordinarily do not 
intend the payments to represent a share of partnership income, mu- 
tual insurance or similar payments. Therefore, in the bill a rule is 
added which provides that where all of the amounts in liquidation of 
the interest of a retiring or deceased partner are payable within a 
12-month period, this entire amount is to be treated as a distribution 
by the partnership. Of course, the collapsible partne rship provisions 
will apply to such a distribution under your committee’s action in the 
same manner as in the case of other distributions. 
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Fifth, where a distribution with respect to a retiring or deceased 
partner includes both money and other property, the bill provides that 
the money is first to be considered as a subsection (a) amount, with the 
other property generally being classified as the subsection (b) amount. 
In cases where the payments are made both in money and in other 
property, problems te arisen under present law as to whether the 
money is to be considered as the ordinary income amount and the 
other property as the distribution, or vice versa, or whether the money 
and other property are to be allocated pro rata under the ordinary 
income and distribution provisions. In the interest of simplicity and 
certainty the rule provided in the bill is that any money received by 
the recipient is first to be considered as a subsection (a) amount and 
that only any excess of the money over this amount is to be classified 
as coming under subsection (b). 

Sixth, the bill also provides a special rule to deal with certain cases 
where payments which have been treated as section 776(a) payments 
are continued after the partnership in question goes out of existence. 
Present law does not indicate the treatment to be available in such 
eases. Your committee has concluded that at least from the stand- 
point of the recipient of the ordinary income amount, there is no reason 
to change the income classification ‘of such a payment merely because 
the remaining business organization has changed its form. Thus, the 
bill provides that the ordimary income treatment is to continue for 
the recipients of these payments so long as they are continued, regard- 
less of the form of business organization which makes the payments. 
Under the bill these amounts are treated as guaranteed payments to 
avoid the problem of attempting to carry through any special charac- 
teristics the income may have in the hands of a successor organization. 
The bill also provides that if the person making the payment is an 
individual who was a partner before the retirement or death, is under 
a legally binding obligation to make the payment, and is operating a 
trade or business as sole proprietor, then this individual is to be 
entitled to deduct the amount of these subsection (a) payments as a 
trade or business expense deduction. Thus, in the case of the payer, 
deductions will still be available even though the partnership no longer 
exists where the business is carried on by the remaining partner. This 
makes provision for the two-man partnerships where one of the part- 
ners retires or dies. 


Sections 691, 777, and 1014(c). Income in respect of decedent and 
property acquired from a decedent (present sec. 758) 

Present law provides that amounts includible in gross income of an 
heir of a deceased partner as ordinary income, under what in this 
bill is section 776(a), are to be considered income in respect of a 
decedent under section 691. Thus, the discounted value of these 
amounts are includible in the gross estate of the decedent partner for 
estate tax purposes; then subsequently, when such amounts are paid, 
the recipient is subject to ordinary income tax and obtains no basis 
with respect to such amounts as a result of the transfer at the dece- 
dent’s death. However, to mitigate the effect of imposing both an 
estate tax and an income tax with respect to the same amount, a 
deduction presently is available to the recipient of these payments 
equal to the portion of the estate tax paid which was attributable to 
them. In addition, while the present section 753 makes no specific 
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mention of the treatment of the decedent’s distributive share for the 
portion of the partnership year up to the date of his death, including 
any part of this share which the decedent may have withdrawn before 
death, the regulations (sec. 1.753—-1(b)) make it clear that such income 
is subject to section 691 treatment. 

Your committee’s bill transfers section 753 of existing law to section 
691, since this latter section is the general section concerned with 
“income in respect of a decedent.” In addition to providing, as does 
existing law, that section 736(a) amounts (sec. 776(a) amounts under 
the bill) ineludible in the gross income of a successor in interest of a 
deceased partner are to be considered as income in respect of a 
decedent, the bill adds three other categories to “income in respect of 
a decedent.” 

First, it provides that income in respect of a decedent treatment 1s 
to apply to the distributive share of income attributable to the part 
of the year occurring prior to a deceased partner’s death. Second, 
it provides that amounts attributable to unrealized receivables, not 
already treated as income in respect of a decedent as a result of the 
application of section 776(a), are to be so classified. Third, it pro- 
vides that the amount required to be taken into account in income by 
a service partner as a result of the exchange of an interest in capital 
of a partnership for his services is to be treated as income in respect of 
a decedent if the interest is acquired by a successor in interest by 
reason of death and the restrictions or limitations continued beyond 
the date of death. The successor reports this income for income tax 
purposes (and takes the deduction for the estate tax) when the re- 
strictions or limitations cease to be substantial or the interest is 
transferred, whichever occurs first. 

An amendment is also made to section 1014(c) of existing law which 
relates to the basis of property acquired from a decedent. This pro- 
vision is amended to provide that there is to be no change in basis of 
property as a result of death for the portion of the value of an interest 
in a partnership attributable to property which represents a right to 
receive income in respect of a decedent under section 691. In other 
words, death will not cause any change, with respect to such right, in 
the basis of the partnership interest or partnership property. 

Under the bill, section 777 makes specific references to the provisions 
referred to above, in order to give as complete as possible a presenta- 
tion of partnership provisions in subchapter K. However, the pro- 
visions referred to above are in sections 202 and 203 of the bill. 


27. Section 780. Manner of electing optional adjustments to basis of 
partnership property (present sec. 754) 

Present law in section 754 indicates the manner in which an election 
may be made to establish a special partnership basis for property in 
the case of a partner who acquired his interest by transfer. It also 
indicates the manner in which an election may be made for adjust- 
ments to partnership property as the result of a distribution of prop- 
erty to a partner where the property takes a different basis in the 
hands of the distributee than it had in the hands of the partnership, 
or where gain is recognized to the distributee. At present if a part- 
nership elects to make the adjustments with respect to a transferee 
partner it must also elect to make the adjustments with respect to 
distributions, and vice versa. Once such election is made it generally 
applies to all subsequent distributions and transfers. 
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Your committee’s bill provides that the elections with respect to 
distributions prov ided by section 781 (sec. 734(b) under present law) 
and with respect to transferee partners provided in section 782 (sec. 
743(b) of present law) are to be separate elections. Your committee 
has reached the conclusion that these elections should be separate 
because it does not see why, if a partnership desires to make adjust- 
ments with respect to transfers in the case of special transferee part- 
ners, it should also be required to make adjustments generally with 
respect to distributions, or vice versa. It 1s believed, for example, 
that frequently a partnership may want to give transferee partners 
the advantage of a new basis because this new basis is of importance 
to the transferees, yet be reluctant to make what may be minor adjust- 
ments to the basis of property in the case of all distributions. On the 
other hand, the adjustments resulting from distributions may be the 
main concern of the partnership. Therefore, your committee’s bill 
provides that these two types of elections are to be separate elections. 

The regulations under existing law provide that the election under 
section 754 must be made in a written statement filed with the part- 
nership return to which the election applies. Your committee has 
concluded that this is too restrictive and that the partnership should 
be given until 1 year after the date prescribed by law for the filing 
of the return for the filing or changing of the elections under section 
780, and has, therefore, added a sentence to section 780 so providing 


28. Section 781. Optional adjustment to basis of undistributed partner- 
ship property (present sec. 734(b)) 

Section 734(a) of present law provides that the basis of partnership 
property is not to be adjusted as the result of a distribution of property 
to a partner unless the partnership has so elected. Subsection (b) 
(sec. 781(a) in the bill) relates to the method of adjustment where such 
an election has been made. Paragraph (1) of this subsection provides 
that the basis of partnership property is to be increased by any gain 
recognized to the distributee partner, and also where the distributed 

roperty had an adjusted basis to the partnership in excess of the 
ints attributed to the property in the hands of the distributee. Para- 
graph (2) of subsection (b) provides for decreases in the adjusted basis 
of partnership property in the reverse situations. 
he bill makes two changes in this provision. First, it provides 
that the method of making the adjustments to remaining partnership 
property, after a distribution to a partner is made, is to be ¢ hanged to 
reflect the difference between the basis to the partnership of the dis- 
tributed property and the reduction which occurs in the distributee 
partner’s proportionate share of the adjusted basis of the partnership 
property. Second, the bill provides a de minimis rule, whereby even 
though a partnership has elected to make the adjustments to the basis 
of partnership assets, it may not make these adjustments where their 
total amount (either an increase or a decrease) with respect to a dis- 
tribution is less than $1,000. 

The rules contained in section 781(a) are intended to provide a 
partnership with the option to maintain the same adjusted basis for 
partnership property in the aggregate, as is represented by the aggre- 
gate of the adjusted basis of all of the partnership interests. How- 
ever, this relationship may already have been distorted before the 
partnership made the election to apply section 781(a). As a result, 
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the rule of present law which determines the adjustments to be made 
by the partnership on the basis of whether or not gain is recognized to 
the distributee partner or upon the excess of the partnership basis for 
the distributed property over the basis to the distributee for this 
property, means that an accurate result is reached only if the partner- 
ship had made this election with respect to all prior transactions in 
which the partnership was involved. A more accurate result where 
this election had not been made in all prior transactions can be ob- 
tained by making the adjustment on the basis of the partner’s pro- 
portionate share of the adjusted basis of the partnership property. 
In addition, this will conform the operation of section 781 with the 
similar provision in section 782 which deals with the adiustment to the 
basis of partnership property following the transfer of a partnership 
interest. 

The problem can be illustrated by an example. Assume that the 
assets of the equal partnership ABD had a partnership basis of $9,000 
and a fair market value of $15,000. D, who recently purchased his 
interest in the partnership from C for $5,000, has a $5,000 basis for 
his interest. A and B each has a basis for his partnership interest 
of $3,000. Under existing law if a $5,000 cash distribution is made 
by the partnership to either A or B in liquidation of his interest, 
the partnership would be entitled to an upward adjustment of $2,000 
to the basis of remaining partnership assets. However, a similar dis- 
tribution to D would result in no adjustment. Under the amend- 
ment made by your committee there would be a $2,000 adjustment 
regardless of which partner received the distribution. This seems 
appropriate since the economic effect upon the partnership is the same 
in each case. 

The $1,000 de minimis rule has been added by your committee as 
a simplification measure. Requiring partnerships to ignore small 
adjustments of this type will make it possible to limit the actual 
adjustments made to those where they are significant items for the 
partnership. 


29. Section 782. Optional adjustment in the case of transfer of an 
interest (present sec. 743(b)) 

Present law provides that as a general rule the basis of partnership 
assets is not to be changed as the result of the transfer of a partner- 
ship interest by a sale or exchange or on the death of a partner. How- 
ever, section 743(b) of present law (sec. 782 under bill) provides that 
in these cases the partnership may elect to make an adjustment to 
the basis of partnership properties for purposes of the transferee 
partner. Ifa partnership elects to make this adjustment to the basis 
of partnership property, this election is binding with respect to all 
future transfers, and distributions as well, unless permission for 
revocation is received from the Secretary or his delegate. 

Your committee’s bill provides that a de minimis rule is to be 
added to the optional adjustment for transfers. The rule provides 
that even though a partnership has elected to make the adjustment 
to partnership basis for transferees, it may not make this adjustment 
where the total adjustment with respect to a transfer is less than 
$1,000. This change has been made by your committee in the inter- 
est of simplification. Ignoring these small adjustments will make it 
possible to hold the adjustments actually made, and the work entailed 








40 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


for the partnerships, to those cases where the adjustments are sig- 
mn factors for the transferee partners. 


Section 783. Allocation of basis for optional adjustments (present 
sec. 755) 

Section 755 of present law (sec. 783 of the bill) contains the alloca- 
tion rules which must be followed by a partnership in allocating basis 
among various partnership properties where either a transfer has 
occured and an adjustment is required with respect to the transferee 
partner in the manner provided in section 782 (under the bill), or a 
distribution has been made by the partnership and an adjustment is 
required to the basis of partnership property in the manner provided 
in section 781 (under the bill). The general rule contained in subsec- 
tion (a) provides that basis is to be allocated among the partnership 
aeoin in a manner which reduces the difference between their fair 
market value and their adjusted bases. However, partnerships are 
also permitted to allocate the basis to partnership properties in any 
other manner permitted by regulations. Subsection (b), however, im- 
poses certain limitations on the allocation rules set forth | in subsection 
(a). It requires the allocation rules to be applied separately between 
capital assets and trade or business properties on one hand and other 
property on the other hand. Thus, property distributed or interests 
transferred which give rise to a basis adjustment which fall in one of 
these two categories must be allocated to partnership property falling 
in the same category. The special allocation rules also provide that 
the basis of any partnership property may not be reduced below zero. 
They further provide that in the case of a distribution where adjust- 
ment to basis of property is prevented by the absence of such property 
on the part of the partnership, or an insufficient adjusted basis, the 
adjustments are to be held in abeyance and then applied to subse- 
quently acquired property. 

Your committee’s bill makes two substantive changes in these 
allocation rules. First, in the case of transfers of interests it removes 
the requirement of present law that adjustments to basis of partner- 
ship property must be made separately for capital assets and de- 
preciable property on one hand and other property on the other hand. 
It retains this rule, however, in the case of distributions. It also adds 
to the statute the rule set forth in the re ulations to the effect that 
no basis may be allocated to assets where their adjusted basis is equal 
to or exceeds their fair market value. 

The requirements of present law that adjustments to the basis of 
partnership property must be made separately for capital assets and 
depreciable property on one hand and other property on the other 
hand were directed primarily toward the adjustment to the basis of 
partnership property after a distribution has been made. For ex- 
ample, a partnership having only capital assets and inventory, might 
distribute the capital assets which in the hands of the distributee part- 
ner would take a lower basis than they had in the hands of the partner- 
ship. If it were not for the rule requiring separate allocations of basis 
for capital assets and depreciable property on one hand and all other 
property on the other hand, it would be possible as a result of this 








REVISION OF TRUST AND PARTNERSHIP TAX LAWS 4] 


distribution for the partnership to increase the basis of inventory as a 
result of adjustments attributable to capital assets. Thus, it could 
shift income from the ordinary income category to the capital gain 
category. This problem does not exist, however, in the case of special 
bases for partnership assets for transferees. In such cases, because 
there are no assets being distributed, the assets which give rise to the 
additional basis on the transfer of the partnership interest remain 
in the partnership after the transfer. Moreover, in this case the 
general rule which requires the allocation of basis according to the 
difference between the basis of partnership assets and their fair market 
value, gives assurance that the additional basis will be assigned to the 
assets which account for the additional fair market value at the time 
of the transfer, whether the assets are capital assets or inventory 
items. As a result, your committee in the interest of simplification 
has deleted the two-category allocation rules with respect to special 
adjustments to partnership assets for transferee partners. 

rhe rule in the regulations to the effect that no basis should be 
allocated to assets above their fair market value also appears to your 
committee to be an appropriate rule and, therefore, it likewise has 
been included in the statute. 


31. Section 784. Special basis to transferee upon subsequent distribution 
(present sec. 732(d)) 
These are conforming changes. 


82. Section 785. Special basis to transferee upon subsequent sale or ex- 
change (new section) 

Where a partner acquires his interest in a partnership by purchase 
or by inheritance, but the partnership does not make the section 754 
election which would give him a special transferee basis with respect 
to any increase in value of his interest over its basis in the hands of 
the former partner, present law provides that, if a distribution with 
respect to this interest is made to him within 2 years of its acquisition, 
he may treat the interest at the time of the distribution as if it had a 
special partnership transferee basis. No such rule is available under 
present law, however, where after an individual acquires an interest by 
purchase or inheritance he sells or exchanges this interest within 2 


years of its acquisition. 


Your committee’s bill adds a new section 785 which in effect provides 
the same treatment in these cases where a partner sells an interest 
within 2 years of its acquisition as is presently available in similar 
situations where a distribution is made within 2 years (see sec. 784). 
Your committee sees no reason to distinguish in this respect between 
distributions and sales of interests. This rule is important in the 
case of the sale of an interest where there has been an increase in the 
basis of the interest which is attributable to inventory. In such a 
case the additional basis for the inventory upon a subsequent sale or 
exchange of the interest can be allocated to these assets under section 

785 and in this manner prevent the realization under section 749 of 
ordinary income a second time with respect to the inventory 
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33. Section 788. Exclusion of certain organizations from partnership 
provisions (present sec. 761) 

Present law creates two special categories of organizations which 
are permitted to be excluded from the application of all or part of 
subchapter K if all of the members so elect and if the income of such 
members can be adequately determined without the computation of 
partnership taxable income. These are organizations set up for 
investment purposes only, or for the purpose of jointly producing, 
extracting, or using property, but not for its sale. 

The requirement of present law that the organizations can be ex- 
cluded from subchapter K only if the election is made by all of the 
members creates serious practical difficulties. Your committee has 
concluded that this problem can best be avoided by permitting the 
organization itself to file the election as to whether or not it will be 
excluded from the application of all or part of subchapter K. Thus 
the problem of obtaining the consent of all of the members, some of 
whom may in fact not even be known to the organization, is avoided 
by having the organization itself make the election. 

34. Section 204 of bill. Effective dates 

Generally, the partnership provisions are made applicable to any 
partnership tatable year beginning on or after the date of enac tment 
of this bill and with respect to any part of a partner’s taxable year 
falling within such a partnership taxable year. Certain special effec- 
tive dates, however, are provided in the five following cases: 

(1) Section 735, which relates to the character of gain or loss 
on the disposition of distributed section 751 assets, is to apply 
only if the distribution by the partnership took place in a partner- 
ship taxable year beginning on or after the date of enactment of 
this bill (without regard to the date on which the distributee 
may dispose of the assets). 

(2) Section 764, relating to the closing of a partnership tax- 
able year for deceased partners or partners who sell or exchange 
part or all of their interests, is to apply only if the partners die, 
or sell or exchange part or all of their interest, on or after January 

, 1960. 

(3) Section 765, relating to certain sales or exchanges of prop- 
erty with respect to controlled partnerships, is to apply only if 
the loss or gain to which the section relates arose from a sale or 
exchange occurring after the date of enactment of this bill. 

(4) Section 770, relating to an interest in partnership capital 
exchanged for services, is to apply only with respect to exchanges 
occurring during a partnership taxable year beginning on or after 
the date of enactment of this bill. 

(5) Section 776, relating to amounts paid to a retired partner 
or a deceased partner’s successor in interest, is to apply only with 
respect to partners who die or retire during: a partnership taxable 
year beginning on or after the date of enactment of this bill. 

The amendments made to sections 691 and 1014 of the code, deal- 
ing with income in respect of a decedent and basis in the case of prop- 
erty received from a decedent, are to apply only with respect to dece- 
dents dying in a partnership taxable year beginning on or after the 
date of enactment of the bill. 
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IV. TECHNICAL EXPLANATION OF THE BILL 


SECTION 1. SHORT TITLE, ETC. 
Short title 


Section 1(a) of the bill provides that the act may be cited as the 
“Trust and Partnership Income Tax Revision Act of 1960.” 


Amendment of 1954 code 


Section 1(b) of the bill provides that whenever in the bill an amend- 
ment or repeal is expressed in terms of an amendment to, or repeal of, 
u section or other provision, the reference shall be considered to be 


made to a section or other provision ot the Internal Revenue Code of 
1954. 
A. TECHNICAL EXPLANATION OF TITLE I—ESTATES AND TRUSTS 

SECTION 101. IMPOSITION OF TAX—-AMENDMENTS OF SECTION 641 
Section 641(c). Terminable legal interests 

Under certain court decisions it is possible that gain from the sale or 
exchange of property by a person who owns a legal life estate in such 
property may completely escape taxation. In Cooke v. U.S. (115 F. 
Supp. 830, aff’d 228 F. 2d 667 (9th Cir., 1955)), a spouse was given 
a legal life estate in certain stocks with the right to the income for 
her life, without liability for waste, and the legal remainder in the 
property was given to the surviving children. The securities were 
redeemed in a Jiguidation and a large gain was realized. The court 
held that the gain was not taxable to “the life tenant since she was 
not a fiduciary and was only entitled to the income. 

Section 101(a) of the bill adds a new subsection (c) to section 641 
of the code to deal with this and similar problems. It provides that 
under certain described circumstances certain income from property in 
which any person owns a legal life estate, a legal term for years, or 
other - ‘rminable legal interest is deemed held in trust for any calen- 
dar year in which, among other things, the property is sold or ex- 
chanped at a gain. In such event, for purposes of subchapter J 
of chapter 1 (relating to estates, trusts, and beneficiaries) and subtitle F 
(relating to administrative provisions) a trust will be deemed to exist 
for that calendar year with respect to the gross income described in the 
new section 641(c)(2) and the person (or persons) described in the new 
section 641(c)(1) (that is, the person holding the terminable legal 
interest) will be deemed to be a fiduciary of the trust. 

Section 641(c) will apply only where there is gross income attribu- 
table to a legal interest which is terminable, that is, a legal interest 
which terminates because of the lapse of time (e.g., a term for years), 
on the occurrence of an event or contingency (e. g., the death or re- 
marriage of a life tenant), or on the failure of an event or contingency 
to occur (e.g., a tenancy for so long as the property is used for a 
specified purpose). The interest may exist in realty or personal prop- 
erty, whether tangible or intangible. Section 641(c) will apply if 
there is at any time during any calendar year gross income attributable 
to the property, such as Capital gain, or extraordinary or taxable 
stock dividends, which would not otherwise be currently includible 
in the income of any person, but which would be currently includible 
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in the gross income of a trust with respect to such property if such a 
trust existed. 

If a trust is deemed to exist, it exists only with respect to the gross 
income referred to in section 641(c)(2). Thus, section 641(c) would 
not apply to income excludable from gross income (such as income 
from municipal bonds). The trust shall exist for the calendar year 
in which there is the described gross income, and its tax shall, in 
all cases, be computed on the basis of a calendar year. For such 
calendar year, the trust shall be governed by the rules contained in 
subchapter J. The person or persons who own the terminable legal 
interest shall be deemed the fiduciary or fiduciaries of the trust, and 
shall file the returns and pay the tax (if any). 

The operation of the new section 641(c) may be illustrated as 
follows: A transfers shares of stock to B, for life, with B entitled to all 
the income. At B’s death, the stock, or property substituted by B 
therefor, is to go to the children of B who survive B. _B has the power 
to alter the nature of the property underlying the life estate, by sale 
or by purchase, but is entitled in any event only to the income from 
the property. If B sells the property at a gain, and the gain is not 
currently includible in the gross income of any person, but such gain 
would be currently inc ludible in the income of a trust, if one existed, 
the gain will be deemed held in trust for the calendar year. If no 
distribution of the gain is made or required to be made, B (as trustee) 
will pay the tax due on the gain. 


Section 641(a)(2). Income collected by guardian 


Income collected by a guardian of an infant is not taxable under 
subchapter J. The tax falls on the infant. The deletion in section 
641(a)(2) of the material referring to the guardian of an infant makes 
no change in the substantive applic ation of the section but eliminates 
a latent ambiguity in the code. This change does not affect the return 
requirements of subtitle F. With respect to income ot this kind, the 
return is, in general, filed by the guardian. 


SECTION 102. SPECIAL RULES FOR CREDITS AND DEDUCTIONS 


Section 642(a)(3). Dividend exclusion 

Section 116(a) excludes from gross income certain dividends re- 
ceived by an individual to the extent that the dividends do not exceed 
$50. Section 641(b) provides that the taxable income of an estate or 
trust shall be computed in the same manner as in the case of an indi- 
vidual, except as otherwise provided in part I of subchapter J. Sec- 
tions 652(b) and 662(b) provide that amounts which are paid, credited 
or required to be distributed currently to a beneficiary shall have the 
same character in the hands of the beneficiary as in the hands of the 
estate or trust. 

Under present law, distributions of dividends by an estate or trust 
are deemed to consist of a ratable part of the $50 of excluded dividends, 
so that if, for example, the estate or trust receives $1,000 of dividends 
and distributes $500 of dividends to beneficiaries, the estate or trust 
will be entitled to exclude only $25 of the undistributed dividends. 

Section 642(a) (3) is amended to provide that in determining whether 
an estate or trust is entitled to the dividend exclusion, any amount of 
qualifying dividends allocable to a beneficiary under section 652 or 
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662 shall be allocable first from the qualifying dividends which are not 
excluded from gross income, i.e., the estate or trust shall be entitled 
to the $50 dividend exclusion to the extent that the estate or trust re- 
tains qualifying dividends. For example, if the distributable net in- 
come of an estate or trust includes $1,000 of dividends which qualify 
for the exclusion under 116(a), and the part of such dividends deemed 
distributed to beneficiaries amounts to $950, so that $50 of such divi- 
dends will be deemed not distributed, the estate or trust will be en- 
titled to exclude the entire $50 from gross income. If in such case 
the amount of qualifying dividends deemed distributed to beneficiaries 
is $975, the estate or trust will be entitled to exclude the balance of 
$25 from gross income. 


Section 642(c). Charitable deduction 


Under existing law, an estate or trust is allowed a deduction for 
charitable contributions without regard to the percentage limitations 
applicable to individuals. Since the theory of taxation of estates and 
trusts is essentially that they are merely conduits through which in- 
come flows from its source to the beneficiaries, an estate or trust is 
also allowed a deduction for distributions to beneficiaries other than 
charitable organizations. The deduction for charitable contributions 
is allowed under section 642(c) as a deduction from gross income in 
computing taxable income. Section 643 provides that “distributable 
net income’’ means taxable income with certain adjustments. The 
concept of “distributable net income” is used to measure the amount 
for which an estate or trust is allowed a deduction under sections 
651 and 661 for distributions to noncharitable beneficiaries, and to 
measure the amount includible by the beneficiaries in their taxable 
incomes under sections 652 and 662 

As a consequence of the conduit principle, it is necessary to de- 
termine the character of the items of income which are included in 
distributions by trusts and estates to charitable and noncharitable 
beneficiaries. For example, it is necessary to determine to what ex- 
tent a beneficiary is considered to have received tax-exempt income, 
or dividends subject to the dividends-received credit. The code pro- 
vides, in general, that the inclusion of particular items of income in a 
distribution to a noncharitable beneficiary is determined by a ratio of 
which the numerator is the amount distributed to that beneficiary and 
the denominator is distributable net income. However, in the case of 
an estate or trust which has both charitable and noncharitable bene- 
ficiaries, a similar allocation must also be made to the charitable 
beneficiaries. As was indicated above, since a distribution to a 
charitable beneficiary is treated as a deduction from gross income in 
arriving at taxable income, which in turn determines distributable 
net income, allocations to charitable beneficiaries cannot be deter- 
mined by a ratio of which distributable net income itself is the denom- 
inator. Therefore, although under State law a charitable beneficiary 
is as much a beneficiary as any other beneficiary, the code literally 
requires two separate rules for the two types of beneficiaries and two 
separate sets of computations in preparing the income-tax return of 
the estate or trust. Finally, in order to carry out the allocation of 
items of income to a distributee which is treated differently from other 
beneficiaries, a number of complicating adjustments are required 1 
the code. 
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Title I of the bill amends subchapter J to provide that charitable 
distributions by trusts and estates be treated as distribution deduc- 
tions under section 661, rather than as deductions from gross income 
under section 642. 

The amendment to section 642(c) made by subsection (b) of section 
102 is the first of a series of amendments intended to accomplish this 
purpose. It substitutes for the charitable deduction now allowed in 
computing taxable income in section 642(c) a disallowance of any 
charitable deduction at this point. Such a disallowance is necessary 
to avoid a double deduction for the same charitable distribution. For 
example, a trust instrument may direct the distribution of 30 percent 
of the income to university A, and the accumulation of the balance of 
the income for eventual distribution to X, an individual. Since 
section 641(b) provides that, in general, the taxable income of an 
estate or trust shall be computed in the same manner as that of an 
individual, a charitable contributions deduction would (but for this 
amendment) be allowed under section 170 for the contribution to uni- 
versity A, and a distribution deduction would also be allowed for the 
same amount under section 661. 


Section 642(e). Deduction for depreciation and depletion 

The amendment to section 642(e) made by section 102(c) of the bill 
is intended to be declaratory of existing law and to make it clear that 
charitable beneficiaries, as well as taxable beneficiaries, are to be 
taken into account in determining the allocation to beneficiaries of 
depreciation and depletion allowances. Section 642(e) of the present 
code states that an estate or trust shall be entited to these deductions 
to the extent not “allowable’”’ to other beneficiaries under sections 
167(g) and 611(b). The word “allowable” may imply that only 
taxable beneficiaries are to be considered. However, sections 167(g) 
and 611(b) use the word “apportioned,” which does not carry this 
connotation, and the bill substitutes “apportioned” for ‘“allowable.”’ 
Apportioned as used in this context means properly apportioned. 
Section 642(h). Carryovers on termination 

Section 642(h) is amended by section 102(d) of the bill to extend 
the deduction carryover provision of section 642(h) to the termination 
of a single beneficiary’s entire interest in an estate or trust having 
different beneficiaries where such interest represents a separate share 
as determined under section 663(c). Under the amendment, the 
trust loses that portion of the net operating loss carryover, capital 
loss carryover, and other excess deductions allocated to such a bene- 
ficiary. 
Section 642(i). Deduction for estate tax 


Under the amendment made by section 102(e) of the bill, an estate 
or trust is allowed only that portion of the deduction for estate tax on 
income in respect of a decedent which is properly attributable to so 
much of such mcome as is taxable to the estate or trust. The re- 
maining portion of the deduction will be allowable to the beneficiary 
to whom the remaining income in respect of a decedent is allocable. 
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SECTION 103. DEFINITIONS 


Section 643(a)(2). Deduction for estate tax 

The amendment made by section 103(a) makes it clear that in com- 
puting distributable net income the deduction under section 691(c) 
for estate tax attributable to income in respect of a decedent is not 
allowed. Such deduction is allowed to the persons taxable upon the 
income in respect of a decedent to which it is allocable (see the discus- 
sion under sec. 642(i)). 


Section 643(a)(3)(A). Conforming amendment 


Subparagraph (A) of the proposed section 643 (a)(3) is the same as 
the present section 643(a)(3) except for the conforming amendments 
made by section 103(b). 

Section 643(a)(3)(B). When capital gains are paid 

Capital gains are included in distributable net income and are tax- 
able to the beneficiaries to the extent that they are paid, credited, 
or required to be distributed to a beneficiary during the taxable year. 
This is the rule stated in the present section 643(a)(3) with reference 
to capital gains which are allocated to corpus. The present statute 
leaves uncertain whether a distribution of corpus will be deemed to in- 
clude capital gains realized during the same taxable year. For example, 
if a fiduciary sells property at a gain and deposits the proceeds in a 
bank account in which are held funds constituting principal and 
makes a distribution from that account during the taxable year, it 
is not clear whether the distribution is to be deemed to include all 
or a part of the capital gains. 

As amended, section 643(a)(3)(B) would provide that capital gains 
shall not be considered paid, credited, or required to be distributed 
(and consequently will be excluded from distributable net income) 
unless at least one of the following requirements is met: 

(1) They are required to be credited or distributed currently 
under the provisions of the governing instrument or local law. 

(2) They are not required to be credited or distributed cur- 
rently, but the books or other records of the fiduciary or notice 
to the beneficiary show an intention properly to pay or credit 
such amounts to the beneficiary during the taxable year. 

(3) The fiduciary follows the regular practice of distributing all 
capital gains. 

(4) The capital gains are received in the year of termination of 
the estate or trust. 

(5) The capital gains are received in the year of termination of 
a separate and independent share (as determined under sec. 
663(c)) of the estate or trust, but only to the extent attributable 
to such separate share. 

For example, if an executor sells property for $10,000 realizing a 
rain of $2,000, and deposits the proceeds of sale in a commingled 
vank account, and distributes $5,000 from the account to a bene- 
ficiary, the distribution will not be considered to include any part of 
the capital gain if none of the five enumerated requirements is met. 
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On the other hand, if the fiduciary issues a check on the commingled 
account for $2,000 payable to a named beneficiary and makes an entry 
on his books showing that the check is a distribution of capital gain 
or so notifies the beneficiary, the distribution will be considered 
distribution of capital gain. 

Under the amendment, where the executor makes a distribution 
to a beneficiary, he may identify the distribution on his books or 
records or by notice to the beneficiary as being a distribution of 
capital gains. 

Section 643(a)(8)(C). Corpus deductions 

The existing statute allows all items of deductions other than capital 
losses and the personal exemption, whether paid from income or from 
principal, primarily as deductions in computing distributable net 
income, which measures the amounts taxable to income beneficiaries. 
It is only to the extent that deductions exceed distributable net in- 
come that they are allowed by existing law against items of corpus 
income which are excluded from distributable net income. For 
example, assume that a distributable trust, having $5,000 of currently 
distributable ordinary income and $500 of capital gains after taking 
the deduction under section 1202, pays a trustee’s commission charge- 
able to corpus of $1,000. The $1,000 corpus charge under existing 
law reduces distributable net income so that the current income 
beneficiary is taxed on only $4,000. Thus, although the $1,000 corpus 
charge is paid by the trustee out of the principal of the trust, no deduc- 
tion is allowed the trustee for such charge and he must report and pay 
a tax on $500 of capital gain added to principal, less the $300 personal 
exemption. 

Section 103(b) of the bill adds a new subparagraph (C) to section 
643(a)(3). This subparagraph treats as corpus iadnistiotia all items 
of deduction which are chargeable to corpus under the provisions 
of the governing instrument and local law or which are charged to 
corpus as the result of the exercise of discretion by any person pursuant 
to the governing instrument. The amendment provides that corpus 
deductions shall be applied first against income which is excluded from 
distributable net income, such as capital gains and in certain cases 
extraordinary dividends and taxable stock dividends. The excess of 
corpus deductions over excluded income would be allowed, as under 
the present statute, in computing distributable net income. Capital 
losses are omitted from the definition of corpus deductions, since they 
are not taken into account except to the extent of capital gains. 

The amendment will prevent the wastage of corpus deductions, but 
at the same time will not shift the benefit of those deductions to income 
beneficiaries receiving distributions except to the extent that the de- 
ductions exceed corpus income which is excluded from distributable 
net income. Thus, in the example given above, the trustee would 
offset the $1,000 of capital gain by $500 (the deduction under sec. 
1202), the $300 deduction for personal exemption, and $200 of the 
corpus charge. The balance ($800) of the $1,000 corpus charge not 
utilized by the trustee to offset excluded income (capital gain) would 
then reduce distributable net income, so that the beneficiary would be 
taxable on $4,200. 

Since the deduction for allowable capital losses and the deduction 
allowed the fiduciary under section 642(b) (deduction for personal 
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exemption) are not taken into account in any event in computing dis- 
tributable net income, the amendment requires that corpus income 
excluded from distributable net income be first reduced by these 
deductions. The remaining corpus income determines the extent to 
which other corpus deductions will enter into the computation of dis- 
tributable net income. Consequently, the benefit of corpus deductions 
is not passed through to the beneficiaries receiving distributions where 
corpus income exceeds the corpus deductions. If capital gains alloca- 
ble to corpus are $1,500, after taking the deduction under section 
1202, and the corpus deductions are $1,000, all the deductions would 
be utilized by the fiduciary and the income beneficiaries would re- 
ceive no benefit of the corpus deductions. 

The definition of corpus deductions does not include deductions 
chargeable to items of corpus which are distributed to beneficiaries. 
The result is that if a deductible item chargeable to corpus is properly 
allocable to an item of corpus which is included in gross income and 
which is taxable to beneficiaries as part of distributable net income, 
the beneficiaries to whom such income is taxable will receive the benefit 
of such deduction. For example, if a trust realizes capital gains and 
part of the capital gains are distributed currently to beneficiaries, the 
deductions properly chargeable to the capital gains which are dis- 
tributed will be allowed in computing distributable net income. If 
income in respect of a decedent is distributed and therefore taxable 
to beneficiaries, deductions in respect of a decedent properly allocable 
to such income will be allowed in computing distributable net income. 
Section 643(a)(6). Foreign estates 

Section 643(a)(6) of present law provides for the inclusion in dis- 
tributable net income of items of foreign income of foreign trusts. 
This inclusion is necessary in the determination of the tax liability 
of a beneficiary subject to U.S. tax and to prevent distortion of the 
character rules. A similar rule in the case of foreign income of a 
foreign estate is provided by the amendment made by section 103(c). 
Section 643(a). Conforming amendment 

The deletion of the two sentences at the end of section 643(a) by 
section 103(d) is a conforming amendment in connection with the 
proposed change in treatment of charitable contributions by estates 
and trusts. 


Section 643(b). Definition of income 

The amendment made by section 103(e) adds capital gains to the 
items which are not to be considered income when under the terms 
of the governing instrument and applicable local law they are allocable 
to corpus. This change merely clarifies existing law. 
Section 643(c). Clerical amendment 

The amendment made by section 103(f) is a clerical amendment. 
Section 643(d). Charitable beneficiary defined 

Section 103(g) adds a definition of the term “charitable bene- 
ficiary”’ in connection with the change in treatment of distributions 
to such beneficiaries. Under the amendment, an organization qualify- 
ing as a charitable donee under section 170(c) ot as a charitable 
benefici iary for purposes of part I of subchapter J (relating to estates, 
trusts, and beneficiaries). 
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SECTION 104. DEDUCTION FOR TRUSTS DISTRIBUTING 
CURRENT INCOME ONLY 


Section 651(a). Simple trusts 

Under existing law (sec. 651(a)(2)) a trust can be a simple trust 
only if its terms do not provide that any amounts are to be paid, 
permanently set aside, or used for the purposes specified in existing 
section 642(c) (relating to deduction for charitable, etc., purposes). 
The amendment made by section 104 of the bill modifies section 651 (a) 
to reflect the treatment of charitable beneficiaries provided by the 
bill, and makes it clear (in sec. 651(a)(3)) that a trust which satisfies 
the requirements of new section 651(a) (1) and (2) may be a simple 
trust if, for the taxable vear involved, there is no amount described 
in the new section 661(a)(4) (relating to amounts paid or permanently 
set aside for charitable beneficiaries, etc.). 

Section 651(b). Limitation on deduction 

Section 661(c) provides that no distribution deduction is to be al- 
lowed to an estate or complex trust in respect of that portion of any 
distribution which consists of an item of distributable net income not 
included in the gross income of the estate or trust. Section 651(b), 
on the other hand, limits the distribution deduction allowed to a 
simple trust to the lesser of the income required to be distributed 
currently or the distributable net income, and reduces distributable 
net income for this purpose by exempt items. 

Where distributable net income of a simple trust exceeds the income 
distribution, distortion may result. If distributable net income was 
$10,000, but was only $9,000 after excluding exempt income, the trust 
could receive a deduction of $9,000 for a $9,000 distribution, if sec- 
tion 651 were followed literally, although properly the deduction 
should be reduced to the extent that the $9,000 actually distributed 
would be deemed to consist of exempt income, as is provided in sec- 
tion 661(c). Under section 661(c), the deduction ordinarily would 
be $8,100. 

The amendment of section 651(b) made by section 104 of the bill 
makes it clear that the result under section 651(b) is the same as that 
arrived at under section 661(c). Both distributable net income and 
income required to be distributed currently must be broken down by 
character of the items therein, in order to separate out the exempt 
income and items of deduction allocable thereto. 


SECTION 105. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFI- 
CIARIES OF TRUSTS DISTRIBUTING CURRENT INCOME ONLY 


Section 652(b). Clarifying amendment 

The insertion in section 652(b) of the words “or applicable local 
law”’ by section 105(a) is not intended to change existing law, but is 
simply a recognition that local law may specify an allocation of 
different classes of income to different beneficiaries and that if it does 
the effect will be the same as if the terms of the trust made such 
specification. 
Section 652(c). Different taxable years 

Under existing law, where a beneficiary of a simple trust and the 
trust have different taxable years, the tax of the beneficiary is meas- 
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ured by the distributable net income of the trust for the taxable year 
of the trust ending with or within the taxable year of the beneficiary. 
The language of existing law, however, is not explicit where, for 
example, because of the death of the beneficiary, there is no tax- 
able year of the trust ending with or within the beneficiary’s last 
taxable year. 

The amendment to section 652(c) made by section 105(b) of the bill 
provides for the determination of the amount of income of a trust 
which is to be included in the final return of a beneficiary. For this 
purpose, in computing distributable net income with respect to the 
beneficiary, there shall be taken into account his share of the income 
of the estate or trust up to the time of termination of the beneficiary’s 
taxable year, reduced by items properly charged against such share. 

The following example illustrates the operation of section 652(c) (2) 
as amended by section 105(b) of the bill: 

A distributable trust and its beneficiary both file returns on the 
cash receipts and disbursements method and on the basis of the 
calendar year. The beneficiary died on July 31. During his lifetime 
the beneficiary was entitled to receive all the income of the trust as 
computed for trust accounting purposes; i.e., the sum of receipts al- 
locable to income account, less the sum of (A) expenses charged to 
income account, and (B) a reserve for expenses properly chargeable to 
income account. Based on the following figures the net amount taken 
into account for the beneficiary’s last taxable year would be $18,447: 














I II Ill 
Items re- | Itemsre- | Col. ILitems 
| ceived Jan. 1-| ceived Aug. | allocable to 
July 31 | 1-Dee. 31 decedent’s 
| | | estate 
INCOME 
Taxable interest. _ _. $4, 000 | $1, 000 | $200 
Exempt interest. - -. , ‘ | 0 | 800 150 
Dividends. .. . . 10, 000 | 7, 000 1, 800 
Rents : i ‘ | 8, 000 | 4,000 | 0 
Capital gains E ep - seal 1,000 | f, 000 0 
Toted.-. ib. scence ben isp eck ibted 23, 000 | 18, 800 2, 150 
. | : : 
Items paid | Items paid |Col. Il items 
Jan. 1-July 31} Aug. 1-Dee. | chargeable to 
EXPENSES | 31 | deeedent 
Income commissions 0 $836 | $503 
Principal commissions. - | 0 3, 000 | 0 
Attorneys’ fees charged to principal_.- eat 0 5, 000 | 0 
Real estate taxes_. $1, 800 1, 800 0 
Other real estate expenses... icles ee 1, 200 1, 300 5O 


sats |—- 
TOUMD. 42. 2445-% a dnaliod _ wail 3, 000 | 11, 936 | 553 


The $18,447 amount is computed by subtracting from $22,000 
(the sum of the income items in col. I reduced by capital gains of 
$1,000), $3,000 (the sum of the deductions shown in col. I), and $553 
(the sum of the deductions shown in col. III). 

The distributable net income which limits the taxability of the 
amount of income distributable to the beneficiary during his lifetime 
is to be computed as if the period January 1 through July 31 were a 
taxable year, except that items of deductions paid after the benefi- 
ciary’s death, which represent expenses properly chargeable in deter- 
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mining trust income for suck period, are to be taken into account 
(i.e., $553). This is true even though this trust files its return on the 
cash basis. 

The distributable net income properly allocable to the period Janu- 
ary 1 through July 31 thus is the same as the income which was cur- 
rently distributable to the beneficiary for trust accounting purposes. 
Under the trust instrument, the income ($2,150) accrued on July 31, 
but not collected, is not properly allocable to the period January 1 
through July 31. 


SECTION 106. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS 


Section 661(a). Deduction for distributions 

Under existing section 642(c), the estate or trust is entitled to a 
deduction for amounts of gross income which are paid, permanently 
set aside, or to be used for charitable purposes. The amendment to 
section 661(a) made by section 106(a) of the bill treats charitable 
distributions as distribution deductions. 

The bill, however, changes the deduction for charitable contribu- 
tions in important respects. Existing law permits a deduction for 
contributions only if paid out of gross income. Under the bill chari- 
table deductions will be permitted for distributions to charity irrespec- 
tive of the source of the distribution, whether from income or corpus. 
In addition, charitable contributions under the bill will be limited to 
the distributable net income of the estate or trust, rather than being 
limited merely to contributions out of gross income. 

Further, the charitable contributions deduction is limited to that 
portion of distributable net income which is not absorbed by distribu- 
tions to taxable beneficiaries in the three tiers set forth in paragraphs 
(1), (2), and (3) of section 662(a). The importance of this treatment 
of charitable distributions lies in its effect on the noncharitable bene- 
ficiaries rather than upon the amount of the deduction allowable to 
an estate or trust and is discussed under the amendment to section 
662(a). The character of amounts distributed to charity is deter- 
mined in the same manner as the character of amounts distributed to 
noncharitable beneficiaries is determined under existing law. 

The other changes made in section 661(a) are conforming changes 
to reflect the three-tier system contained in section 662(a) as amended 
by section 107(a) of the bill. 


Section 661(b). Conforming amendment 


Section 106(b) of the bill makes a conforming amendment to section 
661(b) necessitated by the proposed revision of treatment of distribu- 
tions to charitable beneficiaries, and, in addition inserts ‘or applica- 
ble local law.”’ 


SECTION 107. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES 
OF ESTATES AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING 
CORPUS 


Section 662(a). Inclusion 


Under present law beneficiaries receiving income, other than those 
receiving income required to be distributed currently, are placed in the 
same class with beneficiaries receiv ing corpus for purposes of allocating 
distributable net income of an estate or trust. As a consequence, if 
the distributable net income of an estate or trust exceeds the amount 
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of income required to be distributed currently, the beneficiaries re- 
ceiving distributions of corpus and the beneficiaries receiving discre- 
tionary payments of current income are required to include in gross 
income proportionate parts of the balance of the distributable net 
income remaining after required distributions of income. This occurs 
even if all of the distributable net income of the estate for the taxable 
vear in fact has been distributed to beneficiaries of income. Bene- 
ficiaries entitled to, or who receive, distributions which can be made 
solely out of corpus may be required to include in their gross income 
a part of the distributable net income of the estate for the taxable 
year. 

As amended by section 107 of the bill, a three-tier order of priority 
is established for determining the extent to which distributions shall 
be included in the gross income of beneficiaries having different in- 
terests in the income or corpus of the estate or trust. In the first 
tier are amounts which are required to be distributed out of current 
income or which, in the discretion of the fiduciary, may be paid or 
credited only out of current income. In the second tier are amounts 
which may be paid or credited either out of current income or out of 
corpus (including accumulated income of prior years). In the third 
tier fall all other amounts paid, credited, or required to be distributed 
during the taxable year. 

If the amounts distributed to any class of beneficiaries exceed the 
distributable net income available to such class, each beneficiary must 
include such portion of the available distributable net income as the 
amount received by him bears to the amounts received by all bene- 
ficiaries in the same class. 

The following examples indicate the results of the above amend- 
ments (assuming in each case that no accumulation distribution 
subject to the throwback rule is made) 


EXAMPLE I 


Distributable net income. —___._____- sigh BS hb detain OS yespha ise hte ok aa $40, 000 
Distributions: 
To A, required income payment (tier 1) ._... 15,000 
To B, discretionary income payment (tier 1) Loeb Heoge. 20, 000 
To C, discretionary income or corpus (tier 2) __- ae 
To D, discretionary payment which can be made only out of corpus 
(et 2... «+ i 2 Or x4 + Gap obetelinnepe 
Results: 
Ai Feeei Ved, Shi in taxed Oe. 8 oo oo 2a se Dee eee 15, 000 
B received and is taxed on_ bso el UL Le Olle eee 20, 000 
C received $25,000 and is Senetheme sis. }a/ahslsackd aadlaabensiie 5, 000 
D received $30, ely SEMIS SOMO NOD. oi ans « vvkeininpe oh sities melt ene eal 0 
EXAMPLE II 
Distributable net income equlatiaae ia hare iis plies 9p 
Distributions: 
To A: 
(1) required income payment (tier 1) 15, 000 
(2) discretionary income or corpus payment (tier 2) _. 15,000 
Total distributions to A____- ; 1 a oes alia a eneeaee 30, 000 
To B: (8) discretionary income payme nt (tier 1)_ : 15, 000 
Results: 
A is taxed on (1) entire required income payment. _- ob sied ae 
B is taxed on (3) entire discretionary income payment- --.-__..__- 15, 000 
A is taxed on part of (2) discretionary income or corpus payment____ 10, 000 


iswanikisdi mae mapas 40, 000 


Total distributable net income 
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If a beneficiary is given an annuity of $1,000 a year which is to be 
paid out of income to the extent available and the balance is to be 
paid out of corpus, such beneficiary will be in tier 1 with respect to 
the income available to pay the annuity and in tier 3 with respect to 
the corpus which is required to be used to pay the annuity. On the 
other hand, if the beneficiary is to be paid $1,000 a year and the trustee 
is given discretion to pay such sum out of either income or corpus, 
then the beneficiary is in tier 2 no matter whether the stated sum is 
paid out of income or out of corpus. 

Under the bill a distribution to a charitable beneficiary does not 
affect the treatment of the distributions to noncharitable beneficiaries 
who fall in any one of the three tiers under section 662(a). It should 
be noted that under the amended section 661(a)(4), a charitable 
beneficiary is, in effect, always in a fourth tier. 

For example, A establishes a trust under the terms of which the 
trustee in his discretion may make payments to the X charity but 
only out of current income and may make payments out of corpus to A’s 
wife W. The distributable net income of the trust in the first year is 
$10,000. The trustee pays $8,000 to the X charity and $8, 000 to W. 
By making the charity a tier 4 beneficiary, W will be taxable on the 
entire $8,000 she receives. 

Section 662(b). Character of amounts 

The amendment made by section 107(a) to section 662(b) is a con- 
forming amendment in connection with the revised treatment of 
distributions to charitable beneficiaries made by the amendment to 
section 642(c). It also inserts “or applicable local law’ in order to 
make it clear that if local law specifies an allocation of different classes 
of income to different beneficiaries, it will be given the same effect as if 
made by the terms of the governing instrument. 


Section 662(c). Different taxable years 


The ame allay to section 662(c) made by section 107(a) of the bill 
provides for estates and complex trusts rules relating to different tax- 
able years which are similar to the rules provided for simple trusts by 
the new section 652(c). 

Effective date 

Under section 107(b) of the bill, the amendment to section 662 will 
apply only in the case of taxable years of estates and trusts ending 
after the date of enactment. Thus, although the taxable year of the 
beneficiary ends after the date of enactment, “the amendment to seetion 
662 would not be applicable unless the taxable year of the estate or 
trust also ends after the date of enactment. 


SECTION 108. SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, 
AND 662 


Section 663(a)(1). Exclusions—Gifts, be quests, ete. 

Section 663(a)(1) of present law excludes from the terms of sec- 
tions 661(a) and 662(a) certain gifts or bequests of specific sums of 
money or specific property paid or credited all at once or in not more 
than three installments (other than amounts which can be paid or 
credited only from income of the estate or trust). Consequently, 
payments of such specific gifts or bequests of corpus are not deduc tible 
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by the estate or trust under section 661(a) and are not includible in 
income of the recipient under section 662(a). 

Under section 108(a)(1) of the bill, section 663(a)(1) is amended in 
several respects. The exclusion with respect to certain gifts or be- 
quests which are paid or credited all at once is amended to include 
gifts or bequests which are distributed within 1 taxable year of the 
estate or trust, provided that the terms of the governing instrument 
do not require them to be paid in more than | taxable year. For 
example, a specific bequest of $100,000 to be paid 5 years after the 
date of death of the decedent is excluded under the amendment pro- 
vided it is paid within | taxable year. The three-installment exclusion 
of existing law has been changed so that the exclusion applies to all 
installments, however many there may be, paid before the close of the 
36th calendar month which begins after the date of the death of the 
testator or grantor, provided that under the terms of the governing 
instrument no installment is required to be distributed after the close 
of such 36-month period. Accordingly, if a decedent’s will provides 
for the payment of $100,000 to a beneficiary, payment to be made in 
five installments 6 months apart, commencing 1 month following the 
decedent’s death, each payment will qualify for the exclusion under 
section 663(a)(1) if in fact such payment is made before the close of 
the 36-month period. The exclusion will apply to payments made 
before the close of the period even if one or more of the payments is 
made after the close of the period. The 36-month rule will not apply 
to any amount, however, if under the terms of the governing instru- 
ment any part of the amount is required to be paid after the close of 
the 36-month period. 

Under existing law, the exclusion under section 663(a)(1) applies 
to inter vivos and testamentary trusts as well as to estates. The bill 
would eliminate inter vivos trusts from the provisions of section 
663(a)(1), except for those which, immediately before the grantor’s 
death, were revocable by the grantor acting alone. Such revocable 
trusts will be subject to the same provisions as trusts created by will, 
since such trusts are testamentary in character. 

Under section 108(a)(2) of the bill, the amendment to section 
663(a)(1) is to apply only with respect to estates and trusts of de- 
cedents dying after the date of the enactment of the bill. The rules 
of section 663(a)(1), prior to amendment, continue to apply (1) with 
respect to estates and trusts of decedents dying before such date of 
enactment, and (2) with respect to trusts which are in existence on the 
date of enactment and which, on such date, are not revocable by the 
grantor acting alone. However, present law will apply to the latter 
trusts only so long as they are not so revocable. If, at any time after 
enactment of the bill, any such trust becomes revocable by the grantor 
acting alone, en law will thereafter be inapplicable to such trust. 
Section 663(a)(2). Distributions in kind 

Under re lew, the exclusion provided by section 663(a)(1) has 
in some situations proved too narrow. For example, the receipt of 
the family car by a widow under a residuary bequest has been sus- 
ceptible of giving rise in ber hands to taxable income, particularly if 
the car is distributed before the final distribution. 

The new section 663(a)(2) (for which there is no comparable 
provision in existing law) provides that if any real or tangible personal 
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property (other than money) owned by the decedent at the time of 
his death is paid in full or partial satisfaction of a bequest, share, 
award, or allowance from the corpus of a decedent’s estate, the amount 
equal to the value of such property will not be deductible under 
section 661 nor includible in income under section 662. The distri- 
bution, however, must be made before the close of the 36th calendar 
month beginning with the first month following the date of death of 
the decedent. Since the exclusion applies only with respect to real 
property and tangible personalty (other than money), securities and 
the like will not be excluded, even though owned by the decedent at 
the date of his death. 


Section 663(a)(3). Denial of double deduction, ete. 


In view of the treatment of amounts permanently set aside for a 
charitable beneficiary as distributions deductible under section 661 
and the proposed repeal of present section 642(c), present section 
663(a)(2) has been deleted as unnecessary for future years. However, 
section 663(a)(3) is amended to broaden its application so that it will 
prevent a deduction under section 661 for an amount distributed to 
a charitable beneficiary in a future year, for which a deduction was 
allowed under section 642(c) in a year prior to the effective date of 
the proposed amendment as an amount permanently set aside for a 
charitable beneficiary. 

Section 663(c). Separate shares 

Under existing law, in certain situations separate shares of a complex 
trust are treated as separate trusts. The amendments to section 633(c) 
made by section 108(b)(1) of the bill extend the separate share rule 
to estates and simple trusts and also apply the deduction carryover 
provisions of section 642(h) to the termination of a single beneficiary’s 
entire interest in the estate or trust. 

Applicability of the separate share rule of section 663(c), as amended, 
to estates and trusts and their beneficiaries will be required even though 
separate and independent accounts are not maintained, nor required 
to be maintained, for each share, and even though no physical segre- 
gation of assets is made or required. If a trust or estate has more 
than one beneficiary and if such beneficiaries have separate and inde- 
pendent shares, such shares shall be treated as separate trusts or estates 
for the purpose of determining the amount of distributable net income 
allocable to the respective beneficiaries under sections 651, 652, 661, 
and 662. 

It is not intended that section 663(c) should operate so as to result 
in income being attributed to beneficiaries of estates to whom corpus 
payments are made which are excluded under section 663(a) from 
amounts falling within s sec tions 661(a) and 662(a). 

Under section 108(b)(2) of the bill, the amendment to section 663 (c¢) 
will apply only in the case of taxable years of estates and trusts end- 
ing after the date of the enactment of the bill. Thus, present law 
will apply if the trust’s taxable year does not end after the date of 
enactment even though the beneficiary’s taxable year ends after such 
date of enactment. 


Section 663(d). Required distribution to another trust 


Section 108(c)(1) of the bill adds to section 663 a new subsection (d) 
which provides that under certain circumstances, for example, where 
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there is a so-called “peel off” distribution from an existing trust to a 
newly created trust for the benefit of an afterborn child, the distrib- 
uting trust will be entitled to a deduction only to the extent of a portion 
of its distributable net income. This amount, to be determined under 
regulations prescribed by the Secretary or his delegate, is to consist of 
the amount representing the receiving trust’s share of the distributable 
net income of the existing distributing trust for so much of the dis- 
tributing trust’s taxable year as begins on the first day of such year and 
ends on the date of distribution to the receiving trust. The receiving 
trust shall include such amount in its gross income for its first taxable 
year. 

The new section 663(d) will apply only where, under the terms of 
the governing instrument or applicable local law, the distribution to 
the receiving trust is required and is not payable solely out of income, 
and it will not apply if the distribution is related to the occurrence of 
an event which results in the termination of the entire distributing 
trust. 

The new section 663(d) is complementary to the new section 
665 (b)(6) and (e), as added by section 110 (b) and (c) of the bill. 

Under section 108(c)(2) of the bill, the new section 663(d) will 
apply only with respect to distributions made after the date of the 
enactment of the bill. 


SECTION 109. POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS 
OR INCOME IN HIMSELF 


Section 664. In general 


Section 678 of present law taxes a person, other than the grantor, 
as the owner of any portion of a trust over which he has a power 
exercisable solely by himself to vest corpus or income in himself. 

The bill repeals section 678 and substitutes therefor a new section 
664. Section 664(a)(1) causes the person who has a power to 
withdraw income or corpus (or both), whether or not the power is 
exercised, to be taxed under the tier ‘system in the same way as a 
beneficiary to whom income or corpus, or both, is required to be 
distributed. 

Under section 664(a)(2), where a person has a power exercisable 
solely by himself to ee an amount of corpus, the trust income 
for the taxable year attributable to such amount of corpus is deemed 
to be an amount of income required to be distributed currently under 
the tier system. For purposes of section 664(a)(2) there is taken 
into account only income attributable to that portion of the taxable 
year which begins on the first day during such taxable year on which 
the power becomes exercisable and ends on the day on which the power 
is exercised. Although the person who has a power to withdraw 
income or corpus, or both, will be taxed as a beneficiary, section 
664(e) makes it clear that, for purposes of chapter 1, other than 
subchapter J, such person will continue to be treated as the owner of 
that portion of the trust with respect to which he has such power. 

If a person other than the grantor has a power to make limited 
withdrawals annually and the power is cumulative so that if a with- 
drawal is not made in one year it may be made in the next year in 
addition to the withdrawal which normally could be made in the next 
year, section 663(a)(3) prevents such person from being subjected to 
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taxation on the amount subject to withdrawal after the first year in 
which it became so subject to withdrawal. 

The operation of section 664 is demonstrated in the following 
illustrations: 

A establishes a trust which gives his wife W power to withdraw 
a limited amount of corpus each year. The new section 664(a) (1) 
causes W to be subject to taxation under the tier system (as a tier 3 
beneficiary) each year as though the limited amount of corpus which 
she can withdraw were required to be distributed to her each year, 
whether she makes the withdrawal or not. Under section 664(a) (2) 
the income attributable to the corpus over which W has the power 
to withdraw will be considered each year to be an amount of income 
required to be distributed currently to W and not an amount paid, 
credited, or required to be distributed currently to any other person. 
Thus, W will be treated as a tier 1 beneficiary with respect to such 
amount. 

2. B establishes a trust which provides that 1 day after the end of 
the taxable vear his wife, W, may withdraw the income of the previous 
year. The new section 664( (a)( 1)(B) causes W to be treated as a tier 3 
benefici lary under section 662, and, as such, W will be subject to the 
5-year throwback rules. Thus, to the extent the amount withdraw- 
able by W is not taken into account currently, it will be thrown back 
to the preceding taxable year. 

3. C establishes a trust under which (throughout the taxable vear) 
W has a power to withdraw $10,000 of corpus and the income attrib- 
utable to such amount of corpus. The income attributable to the 
$10,000 of corpus is $500. W will be treated as a tier 1 beneficiary 
for the taxable year only with respect to $500 even though, by their 
terms, both section 664(a)(1) and (a)(2) apply. 

Effective date 

The new section 664 (and the repeal of sec. 678) apply in the case 
of taxable years of trusts beginning on or after the date of enactment 
and with respect to periods inc luded in such taxable vears. Thus, a 
person holding a power described in section 664 may be required to 
split his taxable vear between the treatment under sections 664 and 
678. For example, if the taxable vear of the trust begins 3 months 
after date of enactment and the taxable year of the person holding 
the power ends 6 months after the date of enactment, section 678 w ill 
apply with respect to the first 9 months of such person’s taxable vear 
and section 664 will apply with respect to the last 3 months of his 
taxable vear. 


SECTION 110. DEFINITIONS RELATING TO TREATMENT OF EXCESS 
DISTRIBUTIONS BY TRUSTS (SUBPART D) 
Sections 665(a)(1) and 665(b). Conforming amendment 
The changes in section 665(a)(1) and in section 665(b) conform 
these provisions with the amendments to the tier system contained in 
section 661 (a). 
Section 665(b)(3). Amounts payable on a specified date or dates 


Under tel law amounts properly paid or credited to a bene- 
ficiary upon such beneficiary’s attaining a specified age or ages will 
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not be included in the determination of an “accumulation distribu- 
tion” if- 

(1) The total number of such distributions cannot exceed four 
with respect to such beneficiary ; 
(2) The period between each such distribution is 4 years or 
more; and 
(3) As of January 1, 1954, such distributions are required by 
the specific terms of the governing instrument. 
Paragraph (3) of section 665 (b) is amended to make it applicable to 
amounts paid or credited to a beneficiary ‘‘upon a specified date or 
dates,”’ as well as ‘upon such beneficiary’s attaining a specified age 
or ages.” 
Section 665(b)(4). Final distribution—9-year rule 

Under present law, a final distribution of a trust is excepted from 
the 5-year throwback rules if “such final distribution is made more 
than 9 years after the date of the last transfer’’ to the trust. 

Section 665(b)(4) is amended so that the 5-year throwback will 
be applicable only to the extent that the final distribution is attrib- 
utable to property transferred to the trust not more than 9 years 
prior to such distribution and the income attributable to such trans- 
ferred property. 

Example under section 665(b) (4) 

Under the terms of a trust created June 1, 1950, by H for the benefit 
of his wife, W, with an original corpus contribution of $100,000, the 
income is to be accumulated and added to corpus. Upon the expira- 
tion of a 10-year period, the trust is to terminate and its assets, 
including accumulated income, are to be distributed to W. 

On January 1, 1957, when the value of all assets of the trust was 
$120,000, S added $20,000 to the trust. 

The trust terminated on June 30, 1960, and on August 1, the trustee 
made final distribution of assets of the trust consisting of the following: 


1. Principal and income accumulated for the period June 1, 1950, to 


Dec. 31, 1956 _ $120, 000 
2. Addition to principal Jan. 1, 1957 4 20, 000 
3. Accumulated income for period Jan. 1, 1957, to Dec. 31, 1959_- j 14, 000 
4. Income during period trust was in existence in 1960 : 1, 000 


The accumulated income of $14,000 must be allocated between the 
property in the trust for more than 9 years, which would not be subject 
to the 5-year throwback, and that in the trust for less than that period, 
which would be subject to such throwback. This is done by deter- 
mining the amount added to accumulated income each year after 
1956 to reach the total income accumulated between January 1, 1957, 
and December 31, 1959, by identifying the portion representing in- 
come attributable to the addition to corpus in 1957, or, if that is not 
possible, by using fractions obtained by reference to the value of the 
trust property at the time the addition was made. 

Where fractions are used, the addition by S of $20,000 to the trust 
in 1957 requires treating 20,000/140,000 of the trust income for the 
period between the date of the addition and December 31, 1959, as 
income subject to the 5-year throwback. 

By using fractions in the above example, the accumulation dis- 
tribution is $22,000 (the $20,000 added on January 1, 1957, plus 
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20,000/140,000 of $14,000). The balance of the distribution would 
not be subject to the 5-year throwback in view of the amendment 
to section 665(b) (4). 

In the above example, $1,000 of income of the trust during the 
period it was in existence in 1960 would not be subject to the 5-year 
throwback since that amount would be deductible by the trust and 
includible in W’s gross income for that year to the extent provided in 
sections 661 and 662. 

Section 665(b)(5). Final distribution at specified age 

Section 665(b)(3) of existing law excepts distributions from the 
operation of the 5-year throwback rules in certain limited cases where 
a beneficiary attains a specified age, and section 665(b)(4) excepts 
certain final distributions. However, these exceptions may not be 
applicable to certain final distributions of trusts upon a beneficiary’s 
attaining a specified age, for example, where the trust was created by 
the will of a person who died after January 1, 1954, or where a revo- 
cable trust was created during the decedent’s lifetime and became 
irrevocable upon the decedent’s death. 

Paragraph (5) of section 665(b) excepts from the operation of the 
5-year throwback rules final distributions of a trust to a beneficiary 
upon his reaching an age specified in the governing instrument, if the 
trust was created by will, or if the trust was an inter vivos trust which 
(immediately before the grantor’s death) was revocable by him acting 
alone. 

For example, the testator’s will establishes a trust for his son. The 
income of the trust is to be accumulated and the corpus and accumu- 
lated income are to be paid to the son when he reaches age 40. The 
testator dies on January 1, 1960, when the son is 30. The distribu- 
tion in 1970 is not within the exception provided by section 665(b) (3) 
because the trust was not in existence on January 1, 1954. The dis- 
tribution in 1970 is excepted from the throwback rules by section 
665(b) (4), however, because the final distribution is made more than 
9 years after the last transfer to the trust. If the testator died when 
the son was 35, however, the distribution would not be excepted under 
existing law from the operation of the throwback rules. The amend- 
ment would except the distribution to the son. 


Section 665(b)(6) and (e). Peel off trusts, ete. 

Under the new paragraph (6) added to section 665(b) by section 
110(b) of the bill, where the terms of the governing instrument or 
applicable local law require a trust to make a distribution, not payable 
solely out of income, to another trust, upon the occurrence of an event 
unrelated to the termination of the distributing trust, such distribu- 
tion will not be treated as an accumulation distribution for purposes 
of the throwback rule. This exception would apply, for example, 
where the grantor provides that upon the occurrence of an event, such 
as the birth of a child, existing trusts are to contribute a trust fund to 
or for another trust (either existing or newly created). 

Section 665(b)(6) and (e) of the bill provide that a proportionate 
share of the undistributed net income of each of the distributing 
trusts (and taxes imposed on such trusts) for the preceding taxable 
years will be allocated to the receiving trust. The portion of the un- 
distributed net income for each of the preceding taxable years so 
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allocated will be deemed undistributed net income of the receiving 
trust, even though the receiving trust was not in existence. Similarly, 
the portion of the taxes imposed on the distributing trust, allocated 
to the receiving trust, will be deemed to be taxes imposed on and dis- 
tributed to the receiving trust. The undistributed net income of, and 
taxes imposed on, the distributing trust shall be correspondingly 
reduced. In addition, section 663(d) (added by sec. 108(c)(1) of the 
bill) insures that the receiving or peel off trust will include in gross 
income, and the distributing trust will deduct from distributable net 
income, only the receiving trust’s share of the distributable net in- 
come of each existing (contributing) trust for its taxable period up 
to the time of distribution to the receiving trust. 


Example of peel off trusts 

A transfers property to T to hold in trust for the benefit of his 
child now living. The instrument provides, however, that a separate 
trust is to be established for each child of A who is subsequently born 
and the trust fund of each new trust is to consist of contributions 
from existing trusts so that the new trust will initially have a fund 
equal in value to the value of the existing trusts divided by the 
number of existing trusts plus one. The trusts which exist at the 
time of the birth of another child will, therefore, each contribute to a 
new trust in the proportion that the value of an existing trust bears 
to the aggregate value of all the existing trusts. The trustee is 
authorized to pay the income of each separate trust to the child for 
whose benefit it is established or to accumulate the income, and is 
further authorized to pay corpus and accumulated income to such 
child. 

At the time the trust is established A has one child. He places 
$110,000 in the trust. For its first taxable year, the undistributed 
net income of the trust is $3,260, and the tax imposed on the trust 
is $840. 

During the second taxable year of the trust a second child is born. 
On the date of the distribution to the trust for the second child the 
value of the property in the trust for the first child is $120,000. The 
existing trust will contribute $60,000 to the new trust so that each 
trust will contain $60,000. Assume that the distributable net income 
of the existing trust for that portion of its taxable year ending on the 
date of the distribution to the new trust is $800. The amount 
allocable (under regulations) to the new trust is $400, which it must 
include in its gross income. The existing trust will be entitled to a 
deduction of $400. 

Under section 665(e), for purposes of the throwback rule the $3,260 
of undistributed net income of the existing trust will be reduced by 
$1,630, and the new trust will have undistributed net income of $1,630. 
$60,000 
120,000 
poses of applying the throwback rules to subsequent distributions by 
either trust, one-half of the taxes for the prior year imposed on the 
existing trust ($420) will be deemed to have been imposed on the new 
trust for such prior year, and the taxes imposed on the existing trust 
will be correspondingly reduced. It is to be noted that the liability 
for tax of the existing trust is not affected for any prior taxable year 
by the operation of the peel off provisions. 

45461—60 


The $1,630 is arrived at by multiplying $3,260 by For pur- 


5 
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Section 665(c). Pro rata portion of taxes deemed distributed 
For discussion of the amendment to section 665(c) with respect to 


multiple trust distributions, see explanation of section 113(b)(1) of 
the bill. 


SECTION 111. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECEDING 
YEARS 


Section 666. Conforming cha nge 8 

The words ‘paragraph (2)” in section 666(a) (the words appear 
once) and in section 666(b) (the words appear twice) and in section 
666(c) (the words appear twice) are deleted and there is inserted in 
‘ach of such places the words “paragraph (3)’’. These changes in 
section 666 are made necessary by the change in the wording of section 
661(a). 

For discussion of amendments to sections 666 and 667 occasioned 
by the addition of section 669 (relating to multiple trusts), see expla- 
nation of section 113(b)(2) of the bill. 


SECTION 112. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN 
PRECEDING YEARS 


Section 668(a). Treatment 

Existing section 668(a) provides for the inclusion in the gross in- 
come of beneficiaries of amounts deemed distributed under section 
666 on the last day of a preceding taxable year to the extent such 
amounts would have been included under existing section 662(a) (2) 
and (b) if such amounts had been paid on the last day of such pre- 
ceding taxable year. Section 112(a) of the bill makes conforming 
amendments to section 668 to take into account changes which have 
been made in the tier system. 

The amendment makes it clear that the amount deemed distributed 
under section 666 on the last day of the prior taxable year must be 
included in the gross income of the beneficiary to the extent that such 
amount would have been included under section 662(a)(3) if that 
section had applied and if such amount had been paid to the bene- 
ficiary on the last day of such preceding taxable year. In other 
words, all amounts which are treated as distributed in a prior t are 
year under section 666 will be treated as if they were section 662(a) (: 
amounts (that is, tier 3 amounts), and their character will be de on r- 
mined under section 662(b). The undistributed net income for such 
prior year will be computed under the law applicable to such year. 

As amended, section 668(a) provides for the inclusion by a bene- 
ficiary of an amount deemed distributed by the trust under section 666 
in the ratio which the aggregate of the amounts described in section 
661(a)(2) and (3) paid, credited, or required to be distributed to such 
beneficiary for the taxable year (reduced by the distributable net 
income allocated to such beneficiary for such taxable year under 
sec. 662(a)(2) or (3)) bears to all such amounts paid, credited, or 
required to be distributed to all such beneficiaries for such taxable 
year under section 661(a)(2) or (3) (reduced by the amount of dis- 
tributable net income for the taxable year allocable under sec. 
662(a)(2) or (3)), with certain adjustments because of the exceptions 
to the throwback rules contained in section 665(b). 
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The operation of section 668, as amended by the bill, is illustrated 
by the following example: 
EXAMPLE 


Undistributed net income for 1960__ : $6, 000 
Distributable net income for 1961 bie 10, 000 
Distributions in 1961: 
To A, discretionary payment out of income or corpus (tier 2) _.. 15, 000 
To B, discretionary payment out of corpus (tier 3) 7 
Treatment of distributions in 1961: 
(1) Current distributions: 


A is taxed on (as a current distribution) - - ty .. 10, 000 

B is taxed on (as a current distribution) _ - ooo 0 

(2) Accumulation distribution for 1961 12, 500 
(3) Portion of accumulation distribution deemed distributed on 

Dec. 31, 1960 : ; ' ena 6, 000 

A is taxed on- 2, 400 

B is taxed on 3, 600 


Disregarding taxes paid by the trust, under the facts assumed in 
the above table the results with respect to the accumulation distribu- 
tion shown in the table are achieved as follows: 

With respect to A, the portion of the total ($6,000) required to be 
included under the first sentence of section 668(a) in the income of 
beneficiary A shall be an amount (X) which bears the same ratio to 
such total ($6,000) as the aggregate amount paid, credited, or required 
to be distributed to A and described in paragraphs (2) and (3) of 
section 661 (a) (reduced by the amount of distributable net income for 
1961 allocated under section 662(a) to such beneficiary, $15,000— 
10,000=5,000), bears to all amounts paid, credited, or required to be 
distributed to all beneficiaries (in this case A and B) for 1961 and 
described in paragraphs (2) and (3) of section 661(a) (reduced by the 
amount of distributable net income for 1961 allocated to all bene- 
ficiaries under sec. 662(a)(2) or (3), $22,500—10,000=12,500). In 
this case no adjustment is required for amounts which fall within 
paragraphs (1) through (6) of section 665(b). The computations for 
A (and similar computations for B) may be summarized as follows: 


X _ 5,000 ; ce , 

\ 6.000 12.500 °F X equals $2,400 with respect to A. 
x 7,500 _ aed 

B 6.000 12.500 ° X equals $3,600 with respect to B. 


Portion of accumulation distribution 
deemed distributed in 1960 ; $6,000 


Special transitional rule 

Section 112(b) of the bill provides that in applying sections 666 and 
668 to any preceding taxable year of a trust to which the amendments 
referred to in the bill do not apply, reference to sections 661(a)(3) 
and 662(a)(3) are to be treated as references to sections 661(a)(2) and 
662(a)(2) as in effect before such amendments. 
Section 668(b). Credit for taxes paid by trusts 

For discussion of the amendment of section 668(b) occasioned by 
the addition of section 669 (relating to multiple trusts), see explana- 
tion of section 113(b)(4) of the bill. 
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SECTION 113. MULTIPLE TRUSTS 

Section 669 

Section 113(a) of the bill adds a new section 669 (relating to multiple 
trusts) to subpart D of part I of subchapter J (relating to treatment 
of excess distributions by trusts). 
Section 669(a). General rule 

Section 669(a) provides the general rule that in the case of a trust 
which, for a taxable year ending after the date of the enactment of 
the bill, makes a multiple trust distribution, the treatment of such 
trust and of the beneficiaries of such distribution shall be determined 
by applying sections 666 and 668 in respect of such distribution. In 
applying those sections, however, certain modifications are required 
by paragraphs (1) through (4) of section 669(a). The term “accumu- 
lation distribution” is to be read as “multiple trust distribution’’, 
the multiple trust distribution will be subject to a 10-year throwback 
rather than a 5-year throwback, and the character rules of section 
662(b) will not apply. Moreover, the tax of the beneficiary attrib- 
utable to the amounts treated as having been received on the last day 
of a preceding taxable year of the trust shall be equal to the aggregate 
of the taxes attributable to those amounts had they been included in 
the gross income of the beneficiary on such day. In other words, 
the tax imposed on the beneficiary for the taxable year in which the 
multiple trust distribution occurs will be increased in an amount equal 
to the additional tax which would have been imposed on such bene- 
ficiary for preceding taxable years had the amounts deemed distributed 
on the last day of any preceding taxable year of the trust been included 
in his gross income for such year. In applying the 10-year throwback, 
no amount may be thrown back to any taxable year of the trust which 
begins before January 1, 1954, or ends be ane Kcariat 17, 1954. (See 
sec. 665(d), defining preceding taxable year. 


Section 669(b). Definitions 


Paragraph (1) of subsection (b) defines a multiple trust distribution 
as any section 669 distribution (as defined in sec. 669(b)(2)) to the 
extent paid, credited, or required to be distributed to any beneficiary 
if part or all of a section 669 distribution from his primary trust (as 
defined in sec. 669(b)(3)) has been paid, credited, or required to be 
distributed in a taxable vear to which subchapter J applied and the 
trust making the current distribution is not his primary trust. 

A section 669 distribution is defined in paragraph (2) to mean the 
amount by which the amounts specified in paragraphs (2) and (3) of 
section 661(a) (determined without regard to sec. 666) for such tax- 
able year exceed distributable net income, reduced by the amounts 
specified in paragraph (1) of section 661(a) for such taxable year. In 
effect, a section 669 distribution is an accumulation distribution deter- 
mined without reference to ce $2,000 limitation and the exceptions 


specified in section 665(b) (1) through (6). 
“e 


« 


Paragraph (3) provides sas the term ‘“‘primary trust’? means, with 
respect to any beneficiary, the trust which (1) is one of two or more 
trusts to which the same person contributed property, (2) has co- 
existed at any time with the trust making the section 669 distribution, 
and (3) is the trust which first made a section 669 distribution to such 
beneficiary in a taxable year of the trust to which subchapter J applied. 
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For purposes of determining which of two trusts first made a section 
669 distribution where such distributions occur in taxable years end- 
ing on the same date, the trust making the largest section 669 distri- 
bution will be treated as the trust making the first such distribution 
and therefore will be considered the primary trust. 

Thus under subsection (b) any section 669 distribution to a bene- 
ficiary is treated as a multiple trust distribution if such beneficiary 
has previously received a section 669 distribution from another trust, 
both trusts have coexisted at any time, and the same person con- 
tributed property to both trusts. 

An amount will not be treated as an accumulation distribution to 
the extent that it is a multiple trust distribution. Distributions of 
accumulated income by a trust may be an accumulation distribution 
in part and a multiple trust distribution in part, for example, where 
more than one beneficiary is involved. 

The six exceptions to the throwback rules specified in section 665(b) 
do not apply in the case of a multiple trust distribution. For example, 
the multiple trust rules may apply in the case of a final distribution 
of a trust upon the beneficiary’s attaining a specific age where the 
trust was created by will. 

Where a section 669 distribution is treated as a multiple trust dis- 
tribution, it is taxed to the beneficiary in a manner similar to the taxa- 
tion of throwback distributions under existing law. Thus, under 
section 666 the distribution is deemed to have been distributed on 
the last day of each of the 10 preceding taxable years of the trust, 
in inverse order, to the extent of undistributed net income for such 
years (adjusted for distributions in taxable years preceding the cur- 
rent year of distribution). Also, there is deemed to be distributed 
on such last days, an additional amount consisting of the taxes (or a 
portion thereof, as the case may be) attributable to the amount of 
undistributed net income deemed distributed. The amounts deemed 
distributed under section 666 are included currently in the gross 
income of the beneficiary, but his tax with respect to such amounts is 
determined by aggregating the additional taxes which would have 
been paid by him had the amounts deemed distributed ac ‘tually been 
distributed on the last day of the preceding taxable years of the trust. 
The beneficiary receives a credit against tax equal to the amount of 
taxes on the trust deemed distributed under section 666 (b) or (ce). 

There are important differences between the application of the mul- 
tiple trust rules and the 5-year throwback rules. The multiple trust 
distribution may be thrown back as much as 10 years. The limitation 
on tax in section 668(a) does not apply. The composition of the 
amounts includible in gross income (including the aggregate of taxes 
determined with reference to the amount ac tually distributed and the 
amounts deemed distributed) is determined without regard to the 
character rules (and thus are treated as ordinary income). 

The following examples illustrate the application of section 669(b): 

(1) On January 1, 1960, Aestablishes trust X which is to terminate in 
9 vears and | day, and the trustee is given discretion to pay the income 
to B or to accumulate it. On the termination cs the trust, the princi- 
pal and accumulated income are to be paid to B. On January 1, 
1961, A establishes trust Y which is identical “i trust X. A has not 
contributed (and does not contribute) property to any other trust of 
which B is the beneficiary. 
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If there has been no distribution of accumulated income by trust 
Y before trust X terminates, trust X will be the primary trust of the 
trusts established by A for the benefit of B. Any distribution of 
accumulated income by trust X will not constitute a multiple trust 
distribution since X is such a primary trust. Furthermore, under the 
9-year rule contained in section 665(b)(4), the distribution on termina- 
tion by X is excepted from the 5-year throwback provisions. How- 
ever, any distribution of accumulated income by trust Y after a 
distribution of accumulated income by trust X will constitute a 
multiple trust distribution which is subject to the new rules provided 
in section 669. 

(2) A establishes trust X under which the income is to be paid to 
B for his life or accumulated in the discretion of the trustee. The 
trust is to terminate when B dies and the principal and accumulated 
income are to be paid in equal shares to B’s children, C and D. Six 
years later A establishes trust Y for the benefit of C and trust Z for 
the benefit of D. The income of each trust is to be accumulated 
until C and D reach age 21, at which time the trusts are to terminate 
and the principal and accumulated income distributed to C and D. 

If C and D each reach 21 years of age before B dies, the distribution 
of accumulated income to C from trust Y and to D from trust Z will 
not constitute multiple trust distributions since trusts Y and Z are 
the “‘primary trusts’ with respect to C and D. The accumulated 
income, if any, distributed to C and D from trust X on the death of B 
will constitute multiple trust distributions, since there was a previous 
669 distribution and the accumulated income from trusts created by 
the same grantor was distributed to the same beneficiary. 

If B dies 8 years after trust X is established (before either C or D 
reach age 21), the distribution from trust X will not be a multiple 
trust distribution, since trust X is the primary trust with respect to 
C and D; whereas, the distribution of accumulated income from 
trusts Y and Z will be multiple trust distributions subject to the 
multiple trust rules. 

If B dies before C reaches age 21 but after D reaches age 21, the 
results with respect to C and D would be different. With respect to 

C, the distribution of accumulated income from trust X would not 
be a multiple trust distribution since with respect to C trust X is his 
primary trust. It would be an accumulation distribution to C subject 
to the 5-year throwback rules except for the exclusion provided by 
section 665(b)(4). The subsequent distribution to C of accumulated 
income from trust Y would be a multiple trust distribution. 

With respect to D, the distribution of accumulated income from 
trust Z would not be a multiple trust distribution (since trust Z is his 
primary trust). It would be an accumulation distribution to D 
subject to the 5-year throwback rules except for the exclusion provided 
by section 665(b)(1). The subsequent distribution to D of accumu- 
lated income from trust X would be a multiple trust distribution. 
Section 669(c)(1). Multiple grantors 

Paragraph (1) of subsection (c) provides that, for the purposes of 
section 669, a trust to which two or more persons contributed property, 
whether or not at different times, shall be treated as two or more 
separate trusts. The existence of such separate trusts and the manner 
of treating them as separate trusts for purposes of section 669 will be 
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determined in accordance with regulations prescribed by the Secretary 
or his delegate. 

For example, A and B each contribute property to trust X to 
accumulate the income for the benefit of C. A contributes cash and 
securities, while B contributes an apartment house. A also contributes 
property to trust Y to accumulate the income for the benefit of C, and 
with respect to C, trust Y is the primary trust. To the extent that a 
distribution of undistributed net income of a prior year to C from trust 
X is traceable to the apartment house contributed by B, who has not 
contributed property to any other trust for the benefit of C, such 
distribution is not a multiple trust distribution (although it may be 
subject to the 5-year throwback rules). 

Section 669(c)(2). Correlation with 5-year throwback 

Paragraph (2) of section 669(c) provides a special rule in the case 
of a trust with both an accumulation distribution and a multiple 
trust distribution for the same taxable year. Such a situation may 
arise, for example, where there are two or more beneficiaries of a 
trust, not all of whom are multiple trust beneficiaries. If, for any 
taxable year of a trust, there is both an accumulation distribution and 
a multiple trust distribution with respect to such trust, then (under 
regulations prescribed by the Secretary or his delegate) in applying 
section 669 and sections 666 and 668 both such distributions will be 
taken into account to the extent and in the manner proper to carry 
out the purposes of subpart D. 


Section 669(e)(3). Computation of beneficiary’s tax in certain cases 

Paragraph (3) of section 669(c) provides a special rule for com- 
puting the tax, if a beneficiary receives a multiple trust distribution 
which is deemed distributed by the trust on the last day of a taxable 
vear more than 5 years preceding the trust’s current taxable year, and 
if such beneficiary is unable to establish his taxable income for the 
year in which such amount would have been included had such amount 
been distributed at such time. In such a case, paragraph (3) pro- 
vides that, in applying section 669, the last sentence of section 668 (a) 
(relating to the limit on tax on beneficiaries) will not apply in respect 
of the taxable vear for which the beneficiary cannot establish his 
taxable income or in respect of any preceding taxable year. For 
example, if the beneficiary (who has the same taxable years as the 
trust) is able to establish his taxable income for the 6th, 7th, 9th, and 
10th years preceding the vear of distribution but not for the 8th year, 
the last sentence of section 668(a) would not apply with respect to 
years 8, 9, and 10. 

Paragraph (3) relates only to the 6th through the 10th years of the 
trust preceding the year of distribution. Moreover, it does not apply 
to any year in which no amount is deemed distributed under section 
666 with respect to a multiple trust distribution. Thus, if in the 
above example the trust did not have undistributed net income for tht 
Sth year preceding the year of distribution, paragraph (3) would noe 
apply with respect to the 9th and 10th years preceding the year of 
distribution. 

The income which is deemed to have been distributed in taxable 
years with respect to which paragraph (3) applies will be taken into 
account, for purposes of computing the beneficiary’s tax, in the year 
the multiple trust distribution is received, 
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Section 669(d). Disclosure of information 

Under the new section 669(d), the Secretary or his delegate may 
require the trustee and any beneficiary of any trust, and any person 
who has contributed property to two or more trusts, to furnish to the 
Secretary or his delegate whatever information with respect to such 
trusts as may be necessary to carry out the purposes of section 669. 
Conforming amendments 

Section 113(b) of the bill makes various conforming amendments in 
sections 665(c), 666, 667, and 668. 

Section 666 is amended by striking the last sentence of subsections 
(a), (b), and (c) and inserting a new subsection (d) which provides 
that the undistributed net income and the taxes imposed on the trust 
shall be computed without regard to any distribution under subpart D 
for the taxable year and any “succeeding taxable year but with regard 
to such a distribution for any preceding taxable year. This amend- 
ment makes it clear that both a multiple trust distribution and 
an accumulation distribution for any preceding taxable year will 
reduce the undistributed net income and taxes imposed on the trust 
for purposes of determining whether an amount may be deemed to be 
distributed in a preceding taxable year in the case of a multiple trust 
distribution, or accumulation distribution, in the taxable year. 

Sections 667 and 668(b) are amended to include multiple trust dis- 
tributions and provides (for both accumulation distributions and 
multiple trust distributions) that the beneficiary will receive a credit 
against his tax in an amount equal to the taxes deemed distributed 
to such beneficiary under section 666 (b) or (c). Under present law, 
the beneficiary receives a credit equal to the portion of the taxes im- 
posed on the trust which wane not have been payable by the trust 
for the preceding taxable year had the trust in fact made distributions 
to such beneficiaries at Se time and in the amounts specified in sec- 
tion 666. Thus, under existing law the amount of the credit might 
be greater than the amount of taxes deemed distributed. Under the 
amendment, the amount of the credit will always be equal to the 
amount of taxes deemed distributed. 


Information returns 
Section 113(c) of the bill adds a new section 6047 to the code which 
requires every trust making a section 669 distribution to any bene- 
ficlary in any taxable vear to make a return, with respect to such 
beneficiary, setting forth 
the name of the grantor of the trust, 
(2) the name and address of the beneficiary, 
(3) the amount of the section 669 distribution to the benefici- 
ary, and 
(4) such other information as may be required by forms or 
regulations prescribed by the Secretary or his delegate. 


The new section 6047 also requires that the trust furnish the above 
information to the beneficiary to whom the distribution was made in 
such manner, in such form, and at such time as the Secretary or his 
delegate may prescribe by regulations. 


Effective date 
The amendments made by section 113 of the bill are to apply with 
respect to distributions for taxable years of trusts ending after the 
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date of the enactment of the bill. In applying section 669(b)(2), 
which defines a section 669 distribution, to any preceding taxable 
year of a trust ending on or before the date of the enactment of the 
bill, the reference to ‘paragraphs ( (2) and (3) of section 661(a) are to 
be treated as a reference to paragraph (2) of section 661(a) as in effect 
before the amendment made by section 106(a) of the bill, and the 
reference to paragraph (1) of section 661(a) is to be treated as a refer- 
ence to such paragraph (1) as so in effect. 


SECTION 114. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE 
TO GRANTORS AS SUBSTANTIAL OWNERS 


Section 114 of the bill amends section 671 

(1) to conform section 671 to the repeal of section 678 (relating 
to powers in persons other than grantors) by section 109(b) of 
the bill, 

(2) to make it clear that, to the extent that items of income, 
deductions, etc., are to be taken into account by the grantor 
under the provisions of sestions 671 through 677, such items are 
not to be subject to subparts A through D of part I of subchapter 
J, and 

(3) to specifically recognize that persons other than individuals 
may be grantors of trusts. 


SECTION 115. POWER TO CONTROL BENEFICIAL ENJOYMENT 


In ge neral 

Section 674(a) contains the general rule that the grantor of a trust 
is to be treated as the owner of any portion of the trust in respect of 
which the beneficial enjoyment of the corpus or the income therefrom 
is subject to a power of disposition which is exercisable by the grantor 
or a nonadverse party (or both) without the approval or consent of 
any adverse party. 

Section 674(b) provides that the general rule of section 674(a) is 
not to apply to certain listed powers, regardless of by whom held. 
Section 674(c) and (d) also contain exceptions to the general rule of 
section 674(a). 

Section 674(b)(3). Power exercisable by will or deed 

Section 674(b)(3) of existing law excepts from section 674(a) a power 
exercisable only by will, other than a power to appoint the income of 
the trust where the income is accumulated for such disposition by 
the grantor (or may be so accumulated in the discretion of the grantor 
or a nonadverse party, or both, without the approval or consent of 
any adverse party). 

Section 115(a) of the bill amends section 674(b)(3) to broaden the 
exception described above to include a power sss: by deed 
(which is subject to the restrictions described in the preceding para- 
graph), where an exercise of such power could only affect the beneficial 
enjoyment of the corpus or income after the death of the holder of 
the power. The last sentence of the amended paragraph (3) of section 
674(b) makes it clear that such paragraph does not apply to a power 
exercisable by deed which does not exclude the grantor and his estate 
as possible appointees. 
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Section 674(b)(5). Power to d istribute corpus—Exception to exce ption 

Section 674(b)(5) of existing law excepts from the general rule of 
section 674(a) a power to distribute corpus under certain conditions. 
However, the exception of this power from the general rule is made 
subject to the limitation that the power will not be excepted 


if any person has a power to add to the beneficiary or bene- 
ficiaries or to a class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide 
for afterborn or afteradopted children. 


This limitation, which is set forth in the last sentence of section 
674(b) (5), relates, in general, to a power to add new beneficiaries which 
exists concurrently with a power which is otherwise excepted from the 
general rule of section 674(a). This limitation, referred to as the 
“exception to the exception,” is also imposed on the powers described 
in sections 674(b) (6), 674(b) (7), 674(c). and 674(d). 

Section 115(b) of the bill amends the last sentence of section 
674(b)(5), relating to the exception to the exception. The amend- 
ment makes it clear that the prohibition against a power to add new 
beneficiaries does not apply to a power held by an adverse party nor 
to a power which qualifies as an exception under section 674(b) (3). 
By substituting the word “change’’ for the word “add’’, the amend- 
ment also makes it clear that the prohibition against a power to add 
beneficiaries includes a power to change beneficiaries. Under present 
law, provision for afterborn or afteradopted children is excepted 
from the prohibition against a power to add beneficiaries. As 
amended, provision for an afteracquired spouse is also excepted from 
the prohibition. 

The amendments described above have also been made with respect 
to the exception to the exception found in sections 674(b) (6 ), 674(b) (7), 
674(c), and 674(d). 

Examples of the exception to the exception 

The following are examples of the operation of the exception to 
the exception, as amended: 

1. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among A’s children or to accumulate it. The trust instrument gives 
A’s oldest living child the power to designate, from time to time, 
additional persons or classes of persons, other than A, to whom the 
income may be paid in the discretion of the trustee. Since A’s oldest 
living child is an adverse party, the prohibition in the exception to 
the exception against a power to add beneficiaries is not applicable. 

2. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustec discretion to spray income 
among his son S and S’s issue or to accumulate the same. On the 
death of S, the trustee is to dispose of the undistributed income and 
corpus to or for the benefit of such person or persons other than A. 
S’s estate, S’s creditors or creditors of S’s estate as S may appoint by 
will and, in default of appointment, the trustee is to continue to hold 
the undistributed income and corpus in trust for S’s issue. The 
testamentary power in S enables him to add to the beneficiaries 
originally designated by A to share in the income of the trust. The 
exception to the exception is not applicable here since S’s power 
qualifies as an exception under section 674(b) (3). 
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3. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among such one or more of A’s issue as A’s wife W may designate 
annually or to accumulate it. W does not have the power to direct 
the payment of income to anyone, but has only the power to determine 
annually the members of the group among whom the income may be 
distributed in the trustee’s discretion. Although W may not have 
the power to add to the beneficiaries designated to receive income, 
the exception to the exception is applicable since she has the power to 
change the beneficiaries designated to receive income. 

Section 674(b) (6). Power to withhold income temporarily 


Section 674(b) (6) of existing law (which is an exception to the general 
rule of sec. 674(a)) relates to a power to distribute or apply income 
to or for any current income beneficiary or to accumulate the income 
for him on condition-that the accumulated income is ultimately pay- 
able in one of the ways specified in the statute. Section 11: 5(c) (1) 
of the bill amends section 674(b)(6) to clarify its applic ation, and to 
provide that, under the circumstances provided in the bill, the grantor 
and his estate must be excluded from the class of possible appointees. 

The amendment also changes the “exception to the exception” con- 
tained in the last sentence of section 674(b)(6). This change is 
explained in connection with the explanation of the change in the 
last sentence of section 674(b) (5). 

Under section 115(c)(2) of the bill, the amendment to section 
674(b)(6) will take effect 1 year after the date of the enactment of 
the bill. 


Section 674(b)(7). Power to withhold income during disability of 
beneficiary 
Section 115(d) of the bill amends section 674(b)(7) to change the 
“exception to the exception”? contained in the last sentence. This 
change is explained in connection with the explanation of the change 
in the last sentence of section 674(b) (5). 
Section 674(c). Powers of independent trustees 
In general, section 674(c) of existing law excepts from section 674(a) 
a power solely exercisable by a trustee or trustees— 
none of whom is the grantor, and no more than half of 


whom are related or subordinate parties who are subservient 
to the wishes of the grantor— 


to distribute, apportion, or accumulate income, or to pay out corpus, 
to or for a beneficiary or class of beneficiaries. 

Under section 674(c), as amended by section 115(e) of the bill, the 
exception applies only if the power is solely exercisable by a trustee or 
trustees— 


other than the grantor and which is not exercisable without 
the concurrence of a trustee who is not a related or subordi- 
nate party subservient to the wishes of the grantor. 


Thus, if the grantor establishes a trust and gives the trustees a 
power to spray income or corpus among described beneficiaries and 
designates his wife, his son, and X trust company (an independent 
trustee) as trustees, the exception described in section 674(c),¥as 
amended by the bill, will apply only if the power is not exercisable 
without the concurrence of X trust company. 
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The amendment made by section 115(e) of the bill also changes the 

“exception to the exception” contained in the last sentence of section 

674(c). This change is explained in connection ae the explanation 
of the change i in the last sentence of section 674(b) (5 


Section 674(d). Power to allocate income 

$ 

Section 115(f) of the bill changes section 674(d) in two respects. In 
the first sentence the words “none of whom is the grantor’ are 
replaced by ‘other than the grantor’. This is a conforming amend- 
ment and makes no substantive change in existing law. 

The second change is a revision of the last sentence of section 674(d 
which contains the “exception to the exception”. This change is 
explained in connection with the explanation of the change in the 
last sentence of section 674(b) (5). 


SECTION 116. ADMINISTRATIVE POWERS 


The amendment made by section 116 of the bill to section 675(2) 
is a clarifying amendment. Under existing section 675(2), the grantor 
is treated as the owner of any portion of a trust in respect of w hich he is 
enabled to borrow corpus or income without adequate interest or 
security except where a trustee (other than the grantor) is authorized 
under a general lending power to make loans to any person without 
regard to interest or security. The amendment strikes out ‘(other 
than the grantor)”’ and inserts ‘“‘(other than the grantor acting alone)”’ 
Thus, the grantor would not be treated as owner where he is one of 
two or more trustees holding such a general lending power jointly. 


SECTION 117. INCOME FOR BENEFIT OF GRANTOR 


Section 677(b). Conforming change 

Section 117(a) of the bill amends section 667(b) to conform to the 
changes made by the bill in section 661(a). 

Section 677 (ce). Existence of discretion as to income 

Existing section 677(a) provides (in part) that a grantor is to be 

reated as the owner of any portion of a trust whose income without 

the approval or consent of any adverse party is, or, in the discretion 
of the grantor or a nonadverse party, or both, may be distributed to 
the grantor or applied to the payment of premiums on certain policies 
of insurance on the life of the grantor. 

Existing section 677(b) provides (in part) that income of a trust is 
not to be considered taxable to the grantor under section 677(a) 
or any other provision of chapter 1 of the code merely because such 
income (in the discretion of another person, the trustee, or the grantor 
acting as trustee or cotrustee) may be applied or distributed for the 
support or maintenance of a beneficiary whom the grantor is legally 
obligated to support or maintain, except to the extent that such income 
is so applied or distributed. 

Section 117(b) of the bill adds a new subsection (c) to section 677. 
The new subsection provides, in effect, that discretion as to income 
exists for purposes of the provisions of section 677(a) and (b) described 
above even though the terms of the trust specify that the discretion 
relates only to corpus, to the extent that the income of the trust is not 
required to be distributed currently. 
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The application of the new section 677(c) may be illustrated 
as follows: A establishes a trust and gives the trustee discretion 
to pay out the income to his son 8 or to accumulate it. A reserves 
the power to withdraw $5,000 oi corpus each year. The ordinary 
income of the trust exceeds $5,000. A will be treated as the owner 
of $5,000 of ordinary income, whether the income is paid to 5 or not 
and whether A makes a withdrawal or not. 


SECTION 118. LIMITATION ON CHARITABLE, ETC., DEDUCTION 


Section 118 of the bill makes conforming amendments to section 681 
to implement the change in the treatment of distributions to charitable 
beneficiaries. (See comment under section 642(c).) It also amends 
section 681(b)(1) and the last sentence of section 681(c) to make it 
clear that a trust may obtain the benefit of section 170(b)(1)(A) 
which allows the extra 10 percent deduction for contributions to a 
specified class of charities. 


SECTION 119. CONFORMING AMENDMENTS 


Section 119 of the bill makes a number of technical changes to the 
code to conform its provisions to changes made by the bill in sub- 
chapter J. The changes made by section 119(b), relating to con- 
structive ownership of stock, and section 119(e), relating to deduction 
for capital gains, are to preserve the effect of existing law with re- 
spect to attribution rules provided by section 318 of the code and 
with respect to the computation of the deduction for capital gains 
under section 1202 of the code in the case of estates and trusts. 


SECTION 120. CLERICAL AMENDMENTS 
Section 120 of the bill makes clerical changes in tables of sections 
and headings. 
SECTION 121. EFFECTIVE DATE 
Section 121 of the bill provides that except as otherwise provided 
in title I of the bill, the amendments made by title I of the bill shall 


apply with respect to taxable years ending after the date of the 
enactment of the bill. 
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SECTION 201. AMENDMENT OF SUBCHAPTER K OF CHAPTER 1 OF THE 
INTERNAL REVENUE CODE OF 1954 


Section 201 of the bill makes numerous substantive and clarifying 
changes in subchapter K of present law and, in addition, rearranges 
the subchapter into the following parts, subparts, and sections: 


SUBCHAPTER K—PARTNERS AND PARTNERSHIPS 


Part I. Rules generally applicable to partners and 
partnerships. 

Part II. Collapsible partnership transactions. 

Part II]. Special rules for partners and partnerships. 

Part IV. Definitions. 


PART I—RULES GENERALLY APPLICABLE TO 
PARTNERS AND PARTNERSHIPS 


Subpart A. Determination of tax liability. 
Subpart B. Contributions to a partnership. 
Subpart C. Distributions by a partnership. 
Subpart D. Transfers of interests in a partnership. 
Subpart E. Treatment of certain liabilities. 


Subpart A—Determination of Tax Liability 


Sec. 701. Partners, not partnership, subject to tax 

Sec. 702. Income and credits of partner. 

Sec. 703. Partnership computations. 

Sec. 704. Partner’s distributive share. 

Sec. 705. Determination of basis of partner’s interest. 
Sec. 706. Taxable years of partner and partnership. 

Sec. 707. Transactions between partner and partnership. 
Sec. 708. Continuation of partnership. 


Subpart B—Contributions to a Partnership 


Sec. 721. Nonrecognition of gain or loss on contribution. 
Sec. 722. Basis of contributing partner’s interest. 


Sec. 723. Basis of property contributed to partnership. 
Subpart C—Distributions by a Partnership 


Sec. 731. Extent of recognition of gain or loss on dis- 
tribution. 

2. Basis of distributed property other than money. 

3. Basis of distributee partner’s interest. 


Sec. 
Sec. 


t 


we A 


~JI ~J 
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Sec. 734. Basis of undistributed partnership property. 

Sec. 735. Character of gain or loss on disposition of dis- 
tributed section 751 assets. 

Sec. 736. Holding period for distributed property. 


Subpart D—Transfers of Interests in a Partnership 


Sec. 741. Recognition and character of gain or loss on 
sale or exchange. 

42. Basis of transferee partner’s interest. 

43. Basis of partnership property. 


Sec. 7 
Sec. 7 


Subpart E—Treatment of Certain Liabilities 
Sec. 746. Treatment of certain liabilities. 


PART II—COLLAPSIBLE PARTNERSHIP TRANS- 
ACTIONS 


Sec. 749. Sales and exchanges of interests in partnerships 
which result in ordinary income. 
. Distributions which result in ordinary income. 
51 . Definition of section 751 assets and substan- 
tially appreciated section 751 assets. 


Sec. 75( 
Sec. 7 


PART III—SPECIAL RULES FOR PARTNERS AND 
PARTNERSHIPS 


Subpart A. Special rules in determining tax liability. 

Subpart B. Interest in partnership capital exchanged 
for services. 

Subpart C. Termination of retiring or deceased part- 
ner’s interest. 

Subpart D. Election of optional adjustments to basis of 
partnership property. 


Subpart A—Special Rules in Determining Tax Liability 


Sec. 761. Special rules for contributed property. 

Sec. 762. Family partnerships. 

Sec. 763. Alternative rule for determination of basis of 
partner’s interest. 

Sec. 764. Closing of partnership taxable year for de- 
ceased partner or partner who sells or ex- 
changes part or all of interest. 

Sec. 765. Certain sales or exchanges of property with re- 
spect to controlled partne rships. 

Sec. 766. Continuing partnership in mergers or con- 
solidations and divisions. 


Subpart B-—Interest in Partnership Capital Exchanged for 
Services 


Sec. 770. Interest in partnership capital exchanged for 
services. 
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Subpart C—Termination of Retiring or Deceased Partner’s 


Interest 
Sec. 776. Amounts paid to a retiring partner or a deceased 
partner’s successor in interest. 
Sec. 777. Cross references relating to partnership income 


treated as income in respect of decedent and 
exception as to application of rule for property 
acquired from a decedent. 


Subpart D—Special Adjustments to Basis of Partnership 
Property 


Sec. 780. Manner of electing optional adjustments to basis 
of partnership property. 

Sec. 781. Optional adjustment in case of distribution of 
property. 

Sec. 782. Optional adjustment in case of transfer of interest. 

Sec. 783. Allocation of basis for optional adjustments. 

Sec. 784. Special basis to transferee upon subsequent distri- 
bution. 

Sec. 785. Special basis to transferee upon subsequent sale or 
exchange. 


PART IV—DEFINITIONS 
Sec. 788. Terms defined. 


In showing the changes made in existing law, part V of this report 
sets forth the sections of subchapter K in the order provided by the 
bill and shows the derivation of each section. For cross reference 
tables showing the source of each section and showing the corre- 
sponding section of the 1954 code, see tables I and II in the appendix 
included in the printed bill. 


Section 701. Partners, not partnership, subject to tax 

Section 701 is identical to section 701 of present law. 
Section 702. Income and credits of partner 

Subsection (a) is identical to section 702(a) of present law. 

Subsection (b) corresponds to section 702(b) of present law but 
differs in several respects. First, the subsection specifically requires 
conduit treatment with respect to all partnership items, thus incorpo- 
rating into the statute the treatment provided = existing regulations 
under the “catch-all” provision of section 702(a)(8). In other words, 
each partner must take into account separate 5 his distributive share 
of any partnership item which, if separately taken into account by 
any partner, would result in an income tax liability for that partner 
different from that which would result if the partner did not take the 
item into account separately. 

Secondly, subsection (b) requires the conduit rule to be applied to 
items described in new subsection (e)(1)(A), which provides an elec- 
tion for simplified reporting. 

Finally, subsection (b) makes it clear that the character of any item 
realized or incurred by the partnership, and included in a partner’s 
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distributive share, is determined as though he had realized or incurred 
such item directly. The subsection provide s that, in making any such 
determination, due regard shall be given to any business, financial 
operation, or venture in which the partnership i is engaged. 

The application of section 702(b) may be illustrated by the follow- 
ing examples: 

Example (1).—Partnership ABC, which is not engaged in the busi- 
ness of buying and selling real property, realizes a gain upon the sale 
of real property held for investment. Partners A and B are not sep- 
arately engaged in the business of buying and selling real property, 
but partner C is e ‘ngaged in that business in his individual capacity. 
The distributive shares of A and B of the gain realized by the partner- 
ship upon such sale will be capital gain in their hands, since neither 
the partnership nor partner A or B in his separate capacity is engaged 
in the trade or business of buying or selling real property. (Despite 
the fact that neither the partnership nor A (or B) is engaged in 
the business of buying and selling real property when looked at 
separately, if the activities of A when combined with the activities 
of the partnership, amount to the carrying on of a trade or busi- 
ness, A’s distributive share would constitute ordinary income.) Since 
partner C is a dealer in real property and since under section 702(b) 
he is treated as having directly sold the real property sold by the 
partnership, his distributive share of the gain realized by the partner- 
ship on such sale is ordinary income, except that, if the real property 
sold by the partnership would have constituted investment property 
in C’s hands if it had been held by him in his separate capacity, C’s 
distributive share of the gain would be capital gain. 

xrample (2).—Partnership DEF is engaged in the business of buying 
and selling real property, and none of the partners are engaged in sue h 
business in their separate capacities. Since under section 702(b) due 
regard must be given to the business in which the partnership is 
engaged, each of the partners is considered to be engaged in the 
business of buying and selling real property. Therefore, each partner’s 
distributive share of the partnership gain upon a sale of real property 
is ordinary income. 

Example (8).—Individual G owns an interest in several partnerships. 
None of the partnerships is engaged in the business of selling real 
property but each of them sells some real property. Without regard 
to the activities of the partnerships, G is not a dealer in real property. 
However, if due regard is given to the cumulative effect of the sales of 
real property by the partnerships of which G is a member, the result 
may be to characterize G’s distributive share of the gains realized by 
the partnerships from the sale of real property as ordinary income. 

Subsection (c) clarifies present law by specifically preventing the 
double inclusion of a guaranteed payment, as defined in section 707, 
in a partner’s gross income, once as a portion of his distributive share 
of partnership gross income and again as a guaranteed payment. 

Subsection (d) clarifies present law by providing that any limitations 
on the amount of the exclusion or deduction of any item affecting the 
computation of taxable income (or on the amount of a credit) which 
are stated in terms of a fixed amount, or a percentage of income, are 
to be computed at the partner level rather than at the partnership 
level. The restriction on the use of certain depreciation methods is 
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not a “limitation” for this purpose, and the choice of depreciation 
methods will continue to be made by the partnership. 

Subsection (e), which has no counterpart in present law, provides a 
partnership election for simplified reporting by the partners. Under 
regulations, a partnership in which all the members are individuals 
may elect a modified form of conduit treatment. If this election is 
made, each partner, in determining his income tax liability, will take 
into account separately his distributive share of only four partnership 
items: (1) long-term capital gains and losses, (2) short-term capital 
gains and losses, (3) gains and losses on property used in a trade or 
business or property involuntarily converted, and (4) dividends. In 
addition, each partner will take into account a net amount represent- 
ing his distributive share of all remaining partnership items of income, 
gain, loss, or deduction properly includible or allowable with respect 
to such partner in computing his taxable income. 

Where such an election is in effect, the distributive share of remain- 
ing items is not to include any deduction not allowed to the partner- 
ship under section 703(a)(2) and is not to include any deduction or 
exclusion which under any provision of the Internal Revenue Code 
is limited to a fixed amount or a percentage of income. Thus, in 
determining the amount to be taken into account under subsection 
(e)(1)(B), no deduction shall be allowed, for example, for partnership 
charitable contributions, soil and water conservation expenditures 
and exploration expenditures. 

While a partner who is a member of a partnership making the 
election under subsection (e) may apply the credit under section 34, 
attributable to his distributive share of dividends received from the 
partnership, he is not entitled to take into account any credit attribut- 
able to his distributive share of any other partnership item. For 
example, such a partner will not be entitled to the foreign tax credit 
provided under section 901 with respect to his distributive share of 
the taxes described in that section. Similarly, this partner will not be 
eligible for the retirement income credit (except to the extent of his 
distributive share of partnership dividends) and the credit for partially 
tax-exempt interest with respect to his distributive share of income of 
the partnership which serves to create the credit. 

Section 703. Partnership computations 

Subsection (a) is identical to section 703(a) of present law except 
for the addition of a paragraph allowing the partnership to deduct 
organizational expenditures. 

Section 703(b) of present law is redesignated as section 703(c) in 
the bill and a new subsection (b) is added which provides for the de- 
duction of organizational expenses of a partnership. The deduction 
is to be taken into account by the partnership ratably over a period 
of 60 months beginning with the month in which such expenses are 
paid or accrued, and any remaining portion of such expenses which, 
because of the termination of the partnership, has not as yet been so 
deducted is to be deductible by the partnership for its last taxable 
year. Since the deduction for each allowable organizational expense 
is to be taken into account over a 60-month period beginning with the 
month in which such expense is paid or accrued, different organiza- 
tional expenses may be deductible over different periods of 60 months. 

The organizational expenses with respect to which a deduction is 
provided by new section 703(b) are substantially similar to the 
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organizational expenses now deductible by corporations under section 
248. To qualify under section 703(b), an expense must be incident 
to the creation of the partnership or for the preparation of the initial 
written partnership agreement (not including revisions of, or sub- 
stitutes for, such agreement). Thus, if a partnership has been in 
existence and has never had a written partnership agreement, the cost 
of preparing the initial written partnership agreement comes within 
section 703(b). An expense is not deductible under section 703(b) 
if it is not chargeable to capital account. Also, expenses to obtain 
capital contributions, or which are incident to the transfer of assets to 
the partnership, are not deductible under section 703(b). The appli- 
cation of section 703(b) may be illustrated by the following example: 

Example.—On January 1, 1961, a cash basis, calendar year partner- 
ship pays a legal fee of $500 for the preparation of its initial written 
partnership agreement. On July 1, 1961, the partnership pays another 
legal fee of $50 for the revision of the partnership agreement. As of 
December 31, 1964, the partnership terminates. The $500 legal fee 
for the preparation of the initial written partnership agreement is 
an organizational expense deduction under section 703(b), but the 
subsequent $50 legal fee is not so deductible. The $500 expense pro- 
rated over a 60-month period permits a $100 annual deduction, and 
such $100 deduction is allowable to the partnership for 1961, 1962, 
and 1963. Since the partnership terminated before the organizational 
expense could be deducted ratably over a 60-month period, the portion 
of that expense not previously deductible ($200) is dedue tible by the 
partnership for 1964, its last taxable year. If the partnership had 
failed to take the $100 deduction in any of the years 1961 through 
1963, its deduction for 1964 would still be limited’ to $200. 

Section 703(b) is applicable only to organizational expenses paid 
or accrued in a partnership taxable year which begins on or after the 
date of enactment of this bill. 

Section 704. Partner’s distributive share 

Section 704 is identical, in substance, to section 704 of present law, 
except for the omission of paragraphs (2) and (3) of section 704(c) 
(relating to effect of partnership agreement and contribution of un- 
divided interests, respectively) and section 704(e) (relating to family 
partnerships). Pursuant to the rearrangement of subchapter K, para- 
graphs (2) and (3) of section 704(c) of present law are set forth in the 
bill as subsections (a) and (b) of section 761, and section 704(e) of 
present law is set forth in the bill as section 762. 

Section 705. Determination of basis of partner’s interest 

Section 705 of present law provides two rules for determining the 
basis of a partner’s interest, a detailed general rule and a simpler 
alternative rule. The general rule requires a partner to determine 
the adjusted basis of his interest by taking the basis of the property 
originally contributed to the partnership, or the basis of the interest 
at the time of purchase, and then adjusting this for contributions, dis- 
tributions, and certain items of income, loss, and expenditure. Under 
the simpler alternative rule the adjusted basis of a partner’s interest 
is determined, in accordance with regulations, by reference to the 
adjusted basis of partnership property to which the partner would 
be entitled if the partnership were terminated at the time it became 
necessary to compute the basis for his partnership interest. 
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Under subsection (a), the simpler alternative rule of present section 
705(b) becomes the general rule. Present section 705(a) under the 
rearrangement provided by the bill becomes section 763. 

Under subsection (b), a partner who uses the simpler rule to com- 
pute the basis of his interest may, in connection with the examination 
of his return, or subsequent thereto, be required to prove that such 
rule produces the correct amount of his basis. This requires an 
affirmative action on the part of the Secretary or his delegate with 
respect to each specific taxpayer and is not to be covered by a blanket 
requirement set forth in the regulations or as a ruling of general appli- 
cation. The partner can meet this burden by showing, to the satis- 
faction of the Secretary or his delegate, that there has been no contri- 
bution to the partnership, transfer of an interest in the partnership, 
distribution by the partnership, or other circumstance which would 
result in a substantial difference between the basis of his interest com- 
puted under the simpler rule and the basis of his interest computed 
under the detailed rule. Thus, the partner will have the burden of 
establishing that there would be no substantial difference in the basis 
for his interest whether the computation was made under section 
705(a) or under section 763. 

Under subsection (b), if the partnership so elects (in accordance 
with regulations) the adjusted basis of the interests of all of the part- 
ners of such partnership will be required to be determined under the 
detailed rule. In other words, as long as this election is in effect, no 
partner may use the simpler rule of section 705(a) in determining the 
basis of his partnership interest. 

Under the last sentence of section 705(b), notwithstanding the 
limitations of that subsection, the rule of section 705(a) may be 
applied if the partner’s adjusted basis for his interest determined under 
that rule is further adjusted (under regulations) so as to eliminate any 
substantial difference between the basis so determined and the basis 
determined under section 763. 

Section 706. Taxable years of partner and partnership 

Subsection (a) is identical, in substance, to section 706(a) of present 
law. 

Subsection (b) clarifies present law by specifically providing in para- 
graph (1)(A) that a partnership may adopt a calendar year if all of 
its principal partners do not have the same taxable year, and by pro- 
viding in paragraph (2) that a partner may not change his taxable 
year except as provided in section 442. 

Subsection (c) is identical, in substance, to section 706(c)(1) of 
present law. Under the rearrangement section 706(c)(2) of present 
law is set forth as section 764(b). 

Section 707. Transactions between partner and partnership 

Section 707 corresponds to section 707 (a) and (c) of present law 
with minor changes in language to reflect the fact that subsection (b) 
of present section 707 is set forth as section 765 pursuant to the 
rearrangement of subchapter K. 


Section 708. Continuation of partnership 
Section 708 is derived from section 708 (a) and (b)(1) of present law. 
Section 708(a) provides that an existing partnership is considered as 
continuing if it is not terminated. 
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Under section 708(b)(1)(A) the partnership terminates if no busi- 
ness, financial operation, or venture of the partnership continues to 
be carried on by any of its partners in a partnership. 

Section 708(b)(1)(B), like present law, provides that the partner- 
ship will terminate if, within a 12-month period, there are sales and 
exchanges which aggregate 50 percent or more of the total interest in 
both partnership capital and profits. However, unlike present law, 
a sale or exchange of an interest to a person who has been a member 
of the partnership for a continuous period of at least 12 months at 
the time of the sale or exchange is not a sale or exchange for this 
purpose. This new rule is effective with respect to sales or exchanges 
occurring in partnership taxable years which begin on or after the date 
of enactment of the bill. For example, if a sale to a person who has 
been a member of the partnership for 12 months occurs after such 
date of enactment but in a partnership taxable year which began 
prior to such date, such sale would be considered a sale for purposes 
of section 708(b)(1)(B). 

Section 708(b)(1)(B) makes it clear that all sales or exchanges 
(other than those not to be taken into account under the preceding 
paragraph) occurring within a continuous 12-month period are aggre- 
gated in applying the 50-percent rule. 

Section 708(b)(2) of present law becomes section 766 pursuant to 
the rearrangement of subchapter K. 

Section 721. Nonrecognition of gain or loss on contribution 

Section 721(a) is identical to section 721 of present law. 

Subsection (b) is new and consists of a cross-reference to section 770, 
a special provision relating to an interest in partnership capital 
exchanged for services. 

No inference is to be drawn from: the fact that there is no express 
exception in section 721 with respect to the matter covered in section 
770. 

Section 722. Basis of contributing partner’s interest 

Section 722 corresponds to section 722 of present law, except for 
the addition of the rule that the basis of an interest acquired in ex- 
change for the performance of services for the partnership is the 
amount deemed to be a contribution to the partnership under section 
770(a). 

Section 723. Basis of property contributed to partnership 

Section 723 is identical to section 723 of present law. 

Section 731. Extent of recognition of gain or loss on distribution 

Section 731 is identical to section 731 of present law, except that the 
reference in section 731(a)(2)(B) to unrealized receivables and inven- 
tory is changed to a reference to “section 751 assets,’ and the refer- 
ences in section 731(c) are changed to reflect the renumbering of 
certain sections pursuant to the rearrangement of subchapter K. 
Section 732. Basis of distributed property other than money 

Section 732 is identical to section 732 of present law, except that 
section 732(c)(1) provides for allocation first to any “section 751 
assets”? rather than to any unrealized receivables and inventory 
items, and except for the omission of section 732(d) of present law, 
which is renumbered as section 784 in accordance with the rearrange- 
ment of subchapter K. 
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Section 733. Basis of distributee partner’s interest 

Section 733 is identical to section 733 of present law. 
Section 734. Basis of undistributed partnership property 

Section 734 is derived from section 734(a) of present law. Subsec- 
tions (b) and (c) of section 734 of present law, relating to method of 
making the optional adjustment and the allocation of basis, respec- 


tively, are redesignated subsections (a) and (b) of section 781 in 
accordance with the rear rangement of subchapter K. 


Section 735. Character of gain or loss on disposition of distributed 
section 751 assets 

Section 735 is derived from section 735(a) of present law. Under 
present law if a partner sells or exchanges unrealized receivables or 
inventory items distributed to him by the partnership, any gain 

realized by such partner is ordinary income in the case of the inventory 
aan if they are sold within 5 years of the distribution, and in the case 
of unrealized receivables irrespective of how long after the distribution 
the sale occurs. Present law speaks only in terms of the “‘distributee 
partner.”’ Therefore, if such partner makes a gift of the unrealized 
receivables or inventory items received by him, his donee may sell 
such items without being subject to the ordinary income treatment 
which would apply if the distributee partner had made the sale. 
New section 735 provides that the gain or loss on the sale or exchange 
of section 751 assets (a new concept substituted for both unrealized 
receivables and inventory items and discussed under sec. 751(a), 
infra) distributed to a partner is to retain its ordinary income character 
through all subsequent transfers of the property where the basis of the 
distributee partner for the property is carried over in whole or in part 
to the transferee. In addition, under new section 735 gain on all 
section 751 assets (including inventory items) will always be treated as 
ordinary income whenever sold by the distributee partner (or a 
transferee with a carryover basis) even though these items have been 
held more than 5 years. 

Under section 204(b)(1) of the bill, new section 735 applies only to 
distributions made by the partnership in a partnership taxable year 
which begins on or after the date of enactment of this bill. Thus, a 
sale by a distributee partner in a partnership taxable year beginning 
after the date of enactment, of inventory items distributed in a partner- 
ship taxable year beginning before the date of enactment, will not be 
governed by new section 735. Therefore, in such a case, if the sale 
occurred more than 5 years after the distribution, the gain on the sale 
would not be characterized as ordinary income under present section 
735(a). However, if at the time of such sale the distributed items 
otherwise constituted inventory items in the hands of the distributee 
partner, the gain on their sale would represent ordinary income. 
Section 736. Holding period for distributed property 

Section 736 is derived from section 735(b) of present law and 
substantially the same. 

Section 741. Recognition and character of gain or loss on sale or exchange 

Section 741 is identical in substance to section 741 of present law. 


Section 742. Basis of transferee partner’s interest 
Section 742 is identical to section 742 of present law. 
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Section 743. Basis of partnership property 


Section 743 is identical in substance to section 743(a) of present 
law. Subsections (b) and (ec) of section 743 of present law, relating 
to adjustment to basis of partnership property and allocation of basis, 
respectively, are set forth, with modifications, as subsections (a) 
and (b) of section 782 in accordance with the rearrangement of 
subchapter K. 


Section 746. Treatment of certain liabilities 
Section 746 is identical to section 752 of present law. 


Section 749. Sales and exchanges of interests in partnerships resulting in 
ordinary income 


Section 749 is derived from section 751(a) of present law. The 
effect of section 749 is to require a partner who sells or exchanges 
his interest in a partnership to fragmentize the transaction into two 
parts if the potential ordinary income inherent in the partnership 
assets underlying the partnership interest sold is sufficient to meet the 
substantial appreciation test of section 751(d). Thus, the statute 
provides that the amount of any money and property received by a 
partner in exchange for his partnership interest shall be considered an 
amount received from the sale or exchange of an ordinary income 
asset to the extent that such amount is attributable to “substantially 
appreciated section 751 assets.’”” The latter term is new. It is a 
substitute for the “unrealized receivables” and ‘‘substantially appre- 
ciated inventory items” of present section 751 (c) and (d), and is 
analyzed under section 751, infra. Any gain attributable to such 
assets must be reduced (but not below zero) by the amount of any 
section 751(b) loss in the same transaction. If the section 751(b) loss 
exceeds the gain attributable to substantially appreciated section 751 
assets, such excess is to be subtracted from the gain or added to the 
loss on the portion of the transaction to which section 741 applies. 
For the definition of ‘section 751(b) loss” see the analysis of section 
751(b), infra. Under section 751(c)(1), the character of partnership 
property for this purpose must be determined at the time of the sale 
or exchange of the interest as if the property were sold directly by the 
partner selling his partnership interest, giving due regard to any busi- 
ness, financial operation, or venture in which the partnership is 
engaged and as if all such property had been sold to one person in 
one transaction. Thus, some of the partnership assets might consti- 
tute section 1231 assets to one partner and ordinary income assets to 
another. 

Section 749 removes an ambiguity in present law by providing that 
the section shall apply without regard to whether there is an overall 
gain or loss on the sale or exchange of a partnership interest. For 
example, assume that a partner having a basis of $10,000 for his 
partnership interest sells it for that amount, with the result that there 
is no overall gain or loss on that transaction. However, the partner’s 
interest in partnership assets at that time included an interest in 
unrealized receivables having a basis of zero and a fair market value 
of $3,000. Under section 749 the sale of the interest is divided into 
two parts, with the result that the partner is treated as realizing 
$3,000 of ordinary income with respect to the interest in unrealized 
receivables which he surrendered and a capital loss of $3,000 on the 
other part of the transaction, i.e., the disposition of his partnership 
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interest having a basis of $10,000 for the remaining $7,000 of the 
proceeds of the sale which had not been allocated to the unrealized 
receivables. 

The application of section 749 may be further illustrated by the 
following examples: 

Example (1).—C is a member of partnership ABC, and has a one- 
third interest in partnership capital and in partnership profits. C 
sells his interest to D at a time when the balance sheet of the partner- 
ship is as follows 


Fair market | Partners’ shares 





Assets Basis | value | of fair market 
| | value 
Inventory--..--.- Seb iAish dash 7 $3, 000 | $6,000 | A $5, 400 
Sec. 1231(b) property_ Pees ; ? 7 9, 000 | 9,000 | B_. 5, 400 
Capital assets.......-..- Bi tdueied heb thsshahstut al hdbapipeaben 3.000 | 1,200 | C..- 5, 400 
EG eet aston ws shasta ies : 15, 000 16, 200 | 16, 200 


The basis of each partner for his interest in the partnership is 
assumed to be the same as his share of the partnership’s basis in its 
assets. C sells his interest to D for $5,400, which is C’s one-third 
share of the value of all partnership property. C’s overall gain on 
the sale of his partnership interest is $400 ($5,400, the amount realized, 
less $5,000, C’s basis for his interest). However, because the inven- 
tory of the partnership meets the tests of section 751(d) and qualifies 
as substantially appreciated section 751 assets, C must, under section 
749, treat the portion of the selling price of his interest attributable 
to the inventory ($2,000, one-third of $6,000) as an amount realized 
from the sale of property other than a capital asset. Under section 
1001, C’s gain on the inventory is determined to be $1,000 ($2,000, he 
amount realized, less $1,000 (one-third of $3,000) the portion of C’ 
basis attributable to the inventory). Under section 749, this $1,000 
gain must be treated as ordinary income. The balance of the trans- 
action is treated under sections 1001 and 741, and results in a capital 
loss of $600 ($3,400, the portion of the amount realized attributable 
to C’s one-third share of the value of section 1231(b) property and 
capital assets, less $4,000, the portion of C’s basis attributable to such 
assets). Thus, although C has an overall gain of $400 on the sale 
of his partnership interest, he must report $1,000 of ordinary income 
and a capital loss of $600. 

Example (2).—Assume the same facts as in example (1), except that 
the selling price is $3,600 and that the partnership balance sheet is as 
follows: 


Fair market | Partners’ share 


Assets Basis value of fair market 
value 
Inventory - - - Li ceuhebatedee tl eee ced : $3, 000 $6, 000 \ $3. 600 
Sec. 1231 (b) property. sbbje seb : aoe 9, 000 3,600 | B 3, 600 
Capital assets _- pahabiniane ; os ieee 3, 000 1,200 | C 3, 600 


eee eee ee bad a 15, 000 10, 800 10, 800 
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As in example (1), C’s gain attributable to the inventory is $1,000. 
However, there is a loss of $1,800 attributable to C’s share of section 
1231(b) property ($1,200, the portion of the amount realized attrib- 
utable to C’s share of section 1231(b) property, less $3,000, the portion 
of C’s basis attributable to such property). 

Under section 749, this $1,800 reduces the $1,000 gain attributable 
to the inventory to zero. The balance of the $1,800 not so applied 
($800) is combined with the $600 loss attributable to the capital 
assets ($400, the portion of the amount realized attributable to 
capital assets, less $1,000, the portion of C’s basis attributable to 
those assets), and the total loss of $1,400 is recognized under section 
741 as a capital loss. 

Section 750. Distributions which result in ordinary income 

Section 750(a) is derived from section 751(b) of present law. 
Present law provides for the application of ordinary income treatment 
in the case of non pro rata distributions by a partnership, where, in 
effect, there has been a sale or exchange of an interest in unrealized 
receivables or substantially appreciated inventory items, either by the 
distributee partner or by the partnership. 

Except for the substitution of the concept of “section 751 assets” for 
the terms “unrealized receivables” and “substantially appreciated 
inventory items,’’ the only change from present law is the provision 
for reducing any gain recognized to the distributee partner, or to the 
partnership, attributable to substantially appreciated section 751 as- 
sets, by the amount of any section 751(b) loss in the same transaction. 
“Section 751 assets’? and “section 751(b) loss” are described in the 
analysis under section 751, infra. In no event is the ordinary income 
realized with respect to substantially appreciated section 751 assets to 
be reduced below zero because of the section 751(b) loss. The section 
751(b) losses can have an effect under section 750 only when more 
than a pro rata share of substantially appreciated section 751 assets 
is distributed (the case of recognition of ordinary gain by the partner- 
ship), or surrendered by the distributee partner (the case of recognition 
of ordinary gain by the distributee partner), since only when there are 
such gains does the section apply. In addition, to reduce any of 
these gains the distribution must be disproportionate with respect to 
the property involving the section 751(b) loss and the loss must be 
attributable to the same party realizing the ordinary gain. 

Any gain recognized under this section is to be treated as realized 
in a transaction which is separate and apart from the distribution of 
any remaining property (to which sec. 731 will be applicable). How- 
ever, a section 751(b) loss may affect either the portion of the trans- 
action to which section 750 applies or the portion to which section 731 
applies, or both. First, such a loss offsets any gain to which section 
750 applies. To the extent such a loss exceeds the gain, it is treated 
as having been sustained in a transaction to which section 731 applies. 

Section 750(b) corresponds, with one exception, to section 751 (b) (2) 
of present law. It sets forth the exceptions to section 750(a), adding 
to the exceptions of present law an exception to the effect that the 
rules of section 750(a) shall not apply to a distribution of a partner’s 
distributive share of the partnership income for the current year (in- 








86 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


cluding drawings and advances): Of course, section 750(a) does not 
apply to a distribution which is, in fact, a gift or ayenen for services 
or for the use of capital. In addition, section 750(b) (2), which exempts 
from the operation of section 750(a) those pay poe described in 
section 776(a) made to a avon Bh partner or successor in interest of 
a deceased partner, does not preclude the recognition of income under 
section 61(a) by a partnership which uses appreciated property to 
discharge an obligation to make a section 776(a) payment (which is 
not a partnership distribution) of a fixed amount to a retiring partner 
or deceased partner’s successor in interest. 

The application of section 750 may be illustrated by the following 
examples: 

Example (1).—C has a one-third interest in the capital and profits 
of the ABC partnership. The partnership balance sheet is as follows: 


! 
Partners’ shares 


Assets | Basis | Fair market | of fair market 
| | value value 
sleidc taccentintearvaliainete oe | | i 
Inventory . an : a $3, 000 | $6,000 | A.. $4, 800 
Sec. 1231(b) property : 9,000 | 7,200 | B 4, 800 
Capital assets... ._-- I : . 3, 000 | 1,200 | C 4, 800 
ORs 6544 ~<a ‘ 15, 000 14, 400 14, 400 


The basis of C’s interest in the partnership is assumed to be the same 
as his share of the partnership basis of assets, 1.e., $5,000. C receives 
section 12 31(b) ) property having a fair market value of $4,800 as a dis- 
tribution in complete liquidation of his interest in the partnership. 
The inventory items of the partnership come within the definition of 
section 751 assets as set forth in section 751(a). They are also sub- 
stantially appreciated under the tests conte ained in section 751(d); 
i.e., their fair market value ($6,000) exceeds 120 percent of their 
basis ($3,000) and also exceeds 10 percent of the fair market value of 
all partnership property ($14,400). Since C has received in a dis- 
tribution partnership property other than substantially appreciated 
section 751 assets in exchange 1 in part for his interest in substi antially 
appreciated section 751 assets he is treated, under section 750, as 
having entered into a sale with the partnership. The analysis and 
consequences of this constructive sales transaction, both with respect 
to C and with respect to the partnership as constituted after the 
distribution, are as follows: 

Analysis for C.—First, C is treated as receiving a pro rata distribu- 
tion of all partnership property as follows: 


Assets Basis Fair market 

value 
Inventory ; $1, 000 $2. 000 
See. 1231(b) property. _---- P 3, 000 2, 400 
Capital assets arcamee 1, 000 | 400 
he eee Be : 5, 000 4, 800 


At this point, C’s basis in his interest in the partnership is treated 
as zero and his basis in the property deemed to have been distributed 
to him is deemed to total $5,000. Secondly, C is treated as selling 
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the inventory and capital assets deemed to have been distributed 
to him for the additional amount of section 1231(b) property having 
a fair market value of $2,400 (non pro rata portion) received by him 
in the actual distribution hen the partnership. Consequently, C 
recognizes $1,000 ordinary income (inventory with a basis of $1,000 
and fair market value of $2,000 sold for sec. 1231(b) ) property having 
a fair market value of $2,000) and a capital loss of $600 (capital assets 
with basis of $1,000 and a fair market value of $400 sold for sec. 1231 (b) 
property having a fair market value of $400). C’s basis in the section 
1231(b) property received in the distribution is $5,400 ($3,000 attrib- 
utable to his pro rata (one-third) share of the partnership’s basis for 
sec. 1231(b) property plus $2,400 ($2,000 of inventory and $400 of 
capital assets, the ‘‘purchase price” paid by C for the non pro rata 
share of sec. 1231(b) property distributed to him)). 

Analysis for the partnership.—After the assumed pro rata distribu- 
tion to C, the partnership balance sheet is as follows: 


| Fair market | Partners’ shares 





Assets Basis | value | of fair market 
| | value 
phe ort res Hips eee LE ce bake 
Inventory - - $2, 000 $4, 000 | Bok $4, 800 
Sec. 1231(b) property , 6, 000 | 4, 800 icistsanoons ee 
Capital assets 2, 000 | a faa 
Total 10, 000 9, 600 | 9, 600 


The partnership is treated as purchasing C’s interest in inventory of 
$2,000 and in capital assets of $400, for the non pro rata portion of 
the section 1231(b) property distributed to C, having a basis to the 
partnership of $3,000 and a fair market value of $2,400. Accordingly, 
the partnership is treated as having sustained a loss of $600 on the 
constructive sale of the non pro rata portion of section 1231(b) prop- 
erty distributed. The partnership balance sheet after the transaction 
is as follows: 


Fair market | Partners’ shares 


Assets Basis value | of fair market 
| value 
i 
Inventory $4, 000 $6,000 | A $4, 800 
Sec. 1231(b) property 3, 000 2,400 | B_. 4, 800 
Capital assets 2, 400 1, 200 
Total 9, 400 9, 600 9, 600 





Hxample (2).-Assume the same facts as in example (1) exeept that 
C receives inventory having a fair market value of $2,300 and section 
1231(b) property having a fair market value of $2,500 in liquidation of 
his interest in the partnershrp. Since © has received in a distribution 
substantially appreciated section 751 assets in exchange in part for 
his interest in other partnership assets he is treated, under section 750, 
as having entered into a sale with the partnership. The analysis and 
consequences of this constructive sales transaction both with respect 
to C and with respect to the partnership as constituted after the 
distribution are as follows: 
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Analysis for C.—First, C is treated as receiving a pro rata distribu- 
tion of all partnership property as follows: 


Assets Basis Fair market 

value 
ili teed dil toi Stiegl ciao theeieas 
Inventory ---- $1, 000 2, 000 
Sec. 1231(b) property. 3, 000 2, 400 
Capital assets ___ _.- 1, 000 400 
Week. 44.... 2 cebehbbes } a : 5, 000 4, 800 


At this point, C’s basis in his interest in the partnership is treated as 
zero and his basis in the property deemed to have been distributed to 
him is deemed to total $5,000. Secondly, C is treated as selling the 
capital assets deemed to have been distributed to him for the addi- 
tional (non pro rata) amount of inventory having a fair market value 
of $300 and section 1231(b) property having a fair market value of 
$100 received by him in the actual distribution from the partnership. 
Consequently, C recognizes a capital loss of $600 (capital assets with a 
basis of $1,000 and a fair market value of $400 sold for inventory 
worth $300 and sec. 1231(b) property worth $100). C’s basis in the 
inventory received in the distribution is $1,300 ($1,000 attributable 
to his pro rata (one-third) share of the partnership’s basis for in- 
ventory plus $300, the ‘‘purchase price’”’ paid by C for the non pro 
rata portion of the inventory distributed to him). C’s basis in the 
section 1231(b) property distributed to him is $3,100 ($3,000 attribut- 
able to his pro rata (one-third) share of the partnership’s basis for 
sec. 1231(b) property plus $100, the ‘‘purchase price’ paid by C for 
the non pro rata portion of the sec. 1231(b) property distributed to 
him). 

Analysis for the partnership.—After the assumed pro rata distribu- 
tion to C, the partnership balance sheet is as follows: 


Fair market | Partners’ shares 


Assets Basis value of fair market 
value 
Inventory nobediang $2, 000 $4,000 | A $4, 800 
Sec. 1231(b) property. : 6, 000 4,800 | B 4, 800 
Capital assets. : ; 2, 000 800 | 
Total he 10, 000 9, 600 | 9, 600 


The partnership is treated as purchasing C’s $400 interest in capital 
assets in exchange for the non pro rata portion of the inventory items 
($300) and section 1231(b) property ($100) distributed to C. Since 
the $300 of inventory used in this purchase had a basis of $150 to the 
partnership, ordinary income of $150 is realized by the partnership 
with respect to this item. On the other hand, the $100 of section 
1231(b) property had a basis of $125, resulting in a loss of $25. This 
is a “‘section 751(b) loss” and is applied in reduction of the $150 gain, 
with the result that $125 of ordinary income must be taken into 
account by partners A and B. The partnership balance sheet after 
the transaction is as follows: 
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Fair market | Partners’ shares 











Assets Basis value of fair market 
value 
i 
Inventory. . . .. Le ahteseesncietiionweh mone dsket | $1, 850 $3, 7 , en $4, 800 
Sec. 1231(b) property. Seo dike slegnces wate a 5, 875 4,7 teins ke 4, 
Capital assets... ..-.-- Vice aft | 2, 400 hee hi ..us eo. 
Total. 10, 125 | 9, 600 9, 600 
| 





Section 751. Definitions of section 751 assets and substantially appre- 
ciated section 751 assets 


Section 751(a) is new. It replaces subsections (c) and (d)(2) of 
section 751 of present law which define unrealized receivables and 
inventory items. 

Section 751(a) defines “‘section 751 assets’’ to mean, for purposes of 
subchapter K, all property of the partnership except (1) capital assets, 
(2) property ‘the gain on the sale or exchange of which would be 
treated as gain from the sale of a capital asset held for more than 6 
months, and (3) property described in section 1231(b). For purposes 
of this definition all property of the partnership is deemed (under sec. 

751(c)(2)) to have been held for more than 6 months (or for 12 
sathen or more in the case of livestock described in sec. 1231(b)(3)) 
whether or not so held. 

The test prescribed by section 751(a) substitutes for the special 
definitions of unrealized receivables and substantially appreciated 
inventory items contained in present law the capital gains rules which 
are generally applicable to taxpayers. Thus, in general, if sale or 
exchange of the asset would result in capital gain (taking into account 
the deemed holding period of sec. 751(c)(2)) such asset is not a section 
751 asset. Conversely, if disposition would result in ordinary income 
the asset is a section 751 asset. Section 751(c) describes how the gen- 
eral capital gains rules are to be applied for purposes of section 751 (a). 
It provides that the character of the property of the partnership in 
which the partner relinquishes an interest is determined (1) at the 
time of the sale or exchange of the interest (or at the time of dis- 
tribution), (2) as if all property treated as sold or exchanged were 
sold directly by the person (or persons) relinquishing an interest in 
the property (giving due regard to any business, financial operation, 
or venture in which the partnership i is engaged), and (3) as if all such 
property had been sold to one person in one transaction. As a result 
of rule (2) referred to in the preceding sentence, the property involved 
in a transfer or distribution might be a capital asset with respect to 
one partner and an ordinary income asset with respect to another 
partner. This difference in characterization stems from the require- 
ment that the property in question be treated as if it were sold directly 
by the partner or partners giving up an interest in the property 
(disregarding the fact that. the property interest was sevatine relin- 
quished through the medium of a sale of an interest in a partnership 
or by means of a partnership distribution). See the analysis under 
section 702, supra, for the effect of determining the character of an 
item primarily at the individual partner level. 

Section 751(b) is new. It is designed to reduce the ordinary income 
content of a collapsible partnership transaction to the extent of any 
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offsetting ordinary loss element ‘(i.e., the “section 751(b) loss’) pres- 
ent in the same transaction. Section 751(b) defines the term “‘sec- 
tion 751(b) loss,” for purposes of both section 749 and section 750, 
to mean the amount of any net loss which would result from the 
separate application of section 1231 with respect to all partnership 
property treated as sold or exchanged under section 749 or section 
750, if all such property were sold at its fair market value. In other 
words, in the case of a sale or exchange of a partnership interest to 
which section 749 applies, all section 1231(b) property of the partner- 
ship in existence at the time of such transfer is treated as if it were 
sold at its fair market value at that time and the partner’s share the 
net loss, if any, which results from such computation is the section 
751(b) loss. The transferor partner applies his share of the section 
751(b) loss in reduction of the gain attributable to section 751 assets 
realized by him under section 749. In applying section 751(b) in the 
case of a distribution to which section 750 applies, separate determina- 
tions must be made with respect to property relinquished by the distrib- 
utee partner and with respect to property relinquished by the partner- 
ship (as constituted after the distribution). Thus, in determining the 
amount of any section 751(b) loss attributable to a distributee, for 
example, there would be taken into account only the particular sec- 
tion 1231(b) property in which he was surrendering more than a pro 
rata interest. A similar rule would apply in the case of such a loss 
attributable to the remaining partners as constituted after the dis- 
tribution. In addition, ‘the separate application of section 1231” 
means that section 1231 is to be applied only as of the time of the 
particular transfer or distribution and without regard to any prior 
or subsequent section 1231 transactions (except insofar as prior basis 
adjustments are concerned). 

Section 751(c)(1) is new and provides that for purposes of section 
751(b), as well as section 751(a), the character of any partnership 
property in which a partner relinquishes an interest 1s determined 
(1) at the time of the sale or exchange of the partnership interest (or 
at the time of distribution), (2) as if all peapenty treated as sold or 
exchanged were sold directly by the person (or persons) relinquishing 
an interest in the property (giving due regard to any business, financial 
operation, or venture in which the partnership is engaged), and (3) 
as if all such property had been sold to one person in one transaction. 

Section 751(c)(2) is new and provides that for purposes of section 

751(a) and section 751(b) all property of the partnership shall be 
deemed to have been held for more than 6 — (or for 12 months 
or more in the case of livestock described in sec. 1231(b)(3)) whether 
or not so held. This means that it will not be necessary to provide 
separate treatment for short-term capital gains and long-term capital 
gains. 

Section 751(d) is derived from section 751(d)(1) of present law but 
differs therefrom in two respects. First, whereas under present section 
751(d)(1) the substantial appreciation test applies only to inventory 
items of the partnership, new section 751(d) applies this test to all sec- 
tion 751 assets. In other words, the collapsible partnership rules of 
sections 749 and 750 do not come into play unless the aggregate section 

751 assets of the partnership are substantially apprec ‘inted, i.e., their 
fair market value exceeds (1) 120 percent of their adjusted basis to 
the partnership, and (2) 10 percent of the fair market value of all 
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partnership property, other than money, reduced by the liabilities of 
the partnership. Under present law if the partnership has unrealized 
receivables the collapsible partnership rules become operative in the 
case of every transfer of a partnership interest and in the case of every 
non pro rata distribution. Under new section 751(d) the presence of 
unrealized receivables will bring the collapsible partnership rules into 
play only if such items, together with any other section 751 assets, 
satisfy the aforementioned test of substantial appreciation. 

The second respect in which section 751(d) differs from present 
law is the requirement that in applying the 10-percent test the fair 
market value of partnership property be reduced by the liabilities of 
the partnership. 

Section 761. Special rules for contributed property 

Section 761, except for the addition of a cross-reference, is identical 
to paragraphs (2) and (3) of section 704(c) of present law. 
Section 762. Family partnerships 

Section 762 is identical in substance to section 704(e) of present law. 
Section 763. Alternative rule for determination of basis of partner’s 

interest 

Section 763 is derived from section 705(a) of present law. The 
circumstances under which the rule in section 763 is applicable are 
discussed in connection with the analysis of section 705, supra. 
Section 764. Closing of partnership taxable year for deceased partner or 

partner who sells or exchanges part or all of interest 

Subsection (a) is new and provides that the taxable year of a part- 
nership shall close with respect to a deceased partner as of the date of 
his death. However, under subsection (a) the successor in interest 
of the deceased partner (such as his executor or administrator) may 
file an election not to close the taxable year of the partnership with 
respect to such partner as of such date. Such election is to be filed 
in accordance with regulations. 

If the election provided by subsection (a) is made, then the taxable 
year of the partnership with respect to the deceased partner will close 
as of the time the first of the following occurs: (1) the close of the 
partnership taxable year, (2) the date of the first sale, exchange, or 
reduction, occurring after his death, of any part of the interest of the 
deceased partner, or (3) the day following the death of such partner 
if any part of his interest in the partnership is sold, exchanged, or 
reduced at death by reason of an agreement which is operative on 
his death. 

Subsection (b) corresponds to section 706(c)(2) of present law, 
except for the transfer to subsection (a) of the rules relating to the 
closing of the partnership taxable year for deceased partners and 
except for the addition of a reference to new subsection (e) of section 
702. 

Under section 204(b)(2).of the bill section 764 is made applicable 
with respect to a partner who dies on or after January 1, 1960. 
Section 765. Certain sales or exchanges of property with respect to con- 

trolled partnerships 

Section 765 (a), (b), and (ec) is derived from section 707(b) of 
present law. 
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Subsection (a) disallows any deduction for losses arising from sales 
or exchanges of property (other than an interest in the partnership), 
directly or indirectly, between the following related parties: 

(1) A person and a partnership in which more than 50 percent 
of the capital interest, or the profits interest, is owned by such 
person. The word ‘‘person’’ has been substituted for the word 
“‘partner’’ in existing ioe in order to encompass a transaction be- 
tween a partnership and a person closely related to a partner, 
such as his wife. The words “directly or indirectly” in section 
707(b)(1)(A) of present law is omitted from the new section 
765(a)(1). 

(2) Two partnerships in which the same person or persons 
own common interests of more than 50 percent of the capital 
interests or profits interests. The words “directly or indirectly” 
in section 707(b)(1)(B) of present law are omitted from the new 
section 765(a)(2), and a new concept denominated ‘common 
interests’ and discussed below has been introduced. 

(3) A partnership and a corporation in which the same person 
or persons own common interests of more than 50 percent of the 
capital interest, or profits interest, of the partnership and of the 
value of the outstanding stock of the corporation. 

(4) A partnership and a trust or estate in which the same person 
or persons own common interests of more than 50 percent of the 
capital interest, or profits interest, of the partnership and of the 
value, actuarially computed, of the trust or estate. 

Present section 707 does not deal with transactions between a part- 
nership and a corporation, trust, or estate, and paragraphs (3) and (4) 
of subsection (a) have been added to specifically cover such cases. 

Subsection (b) is based on section 707(b)(2) of present law but has 
been modified to exclude from its application land used in the trade 
or business. Consistent with the changes made in subsection (a), 
subsection (b) has been expanded by changing the word ‘‘partner”’ 
to the word ‘‘person,’”’ by introducing the ‘‘common interests’”’ con- 
cept, and by deleting the phrase “directly or indirectly.” 

Subsection (c)(1) makes section 765 the exclusive provision for the 
disallowance of losses resulting from sales or ee between a 
person and a partnership, between two partnerships, or between a 
partnership and either a corporation, a trust, or an se ra 

Subsection (c)(2) is identical, in substance, to section 707(b)(3) of 
present law. 

Subsection (c)(3) is derived from the last sentence of section 
707(b)(1) of present law. 

Subsection (d), which has no counterpart in present law, sets forth 

“common interests” rule the purpose of which is to establish when 
the relationship between the parties to a transaction is sufficiently 
close to bring the provisions of section 765 into operation. This new 
concept applies to both the loss and gain provisions. Under sub- 
section (d) the ‘‘common interests’ of a person or persons in two 

organizations, between which there is a sale or exchange of property, 
is the smaller interest held by such person, or the sum of the smaller 
interests held by each of such persons, in such organizations. For 
purposes of this rule, an interest in an organization includes an interest 
in the capital or profits (whichever proportion is larger) of a partner- 
ship, the holding of outstanding stock in a corporation, aa the bene- 
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ficial interests, actuarially computed, in a trust or estate. The appli- 
cation of the new common interests rule may be illustrated by the 
following examples: 

Example (1).—Partnership ABC sells property at a loss to partner- 
ship ABD. A has an 80-percent interest in the capital and profits of 
partnership ABC and a 10-percent interest in the capita] and profits 
of partnership ABD. B has a 10-percent interest in the capital and 
profits of partnership ABC and an 80-percent interest in the capital 
and profits of partnership ABD. The common interest of A in the 
two partnerships is 10 percent, and the common interest of B is 
10 percent. Therefore, the sum of the common interests held by 
A and B is only 20 percent, and the loss will not be disallowed under 
section 765(a). 

tzample (2).—Partnership AB sells property (which in the hands of 
partnership AC is neither a capital asset nor land used in its trade or 
business) at a gain to partnership AC. A has a 90-percent capital 
interest and a 10-percent profits interest in partnership AB, and a 
10-percent capital interest and 90-percent profits interest in partner- 
ship AC. Since the larger of A’s capital and profits interests in each 
partnership is taken into consideration, A is deemed to have a 90-per- 
cent interest in each partnership. Applying the common interests 
concept the gain is treated as ordinary income to partnership AB. 

Subsection (e) is new and provides a cross-reference to section 707 
for general rules applicable in the case of transactions between partners 
and partnerships. 

Under section 204(b)(3) of the bill section 765 applies only if the 
loss described in section 765(a) or the gain described in section 765(b) 
arose from a sale or exchange occurring on or after the date of enact- 
ment of the bill in a taxable year ending after such date. 


Section 766. Continuing partnership in mergers or consolidations and 
divisions 
Section 766 is identical in substance to section 708(b)(2) (A) and 
(B) of present law. 


Section 770. Interest in partnership capital exchanged for services 


Section 770 provides specific rules which govern the treatment of 
an exchange of a partnership interest in capital for services rendered 
to the partnership. 

Under subsection (a) the person receiving an interest in capital of 
the partnership in exchange for the performance of services for the 
partnership must include in gross income the amount determined 
under subsection (c). In addition, such amount is deemed to be a 
contribution to the partnership by the person performing the services. 

Under subsection (b) the partners relinquishing an interest in the 
capital of the partnership in exchange for the performance of services 
for the partnership do not recognize any gain or loss, even though the 
interest relinquished may have a fair market value different from its 
basis to the relinquishing partner. Furthermore, upon the relinquish- 
ment of a capital interest by a partner in exchange for the performance 
of such services, the partnership is allowed a deduction to the extent 
that the amount determined under subsection (c) constitutes a trade 
or business expense to the partnership, and the adjusted basis of the 
partnership property is increased to the extent that the amount 
determined under subsection (c) constitutes an amount properly 
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chargeable to capital account. ‘Subsection (b) also provides that the 
deduction allowed to the partnership is to be allocated among the 
relinquishing partners (or their successors in interest) on the basis of 
the portion of the deduction which is attributable to each such partner. 

Subsection (c) sets forth the rules for determining the amount to 
be taken into account as income by the partner rendering the services 
and as a deduction or capital item by the partnership. If the interest 
at the time of the exchange is not subject to substantial restrictions or 
limitations as to its transferability by the service partner, such amount 
is the fair market value of the interest at the time of the exchange. 
However, if the interest transferred is subject to such restrictions or 
limitations, the amount to be taken into account is the lesser of the 
fair market value of the services rendered or the fair market value the 
interest would have had at the time of the exchange if there had not 
been such restrictions or limitations. The substantial restrictions or 
limitations as to transferability referred to in subsection (c)(1)(A) 
and (B) are restrictions or limitations which substantially affect the 
value of the partnership interest. 

Subsection (c)(1) also sets forth the rules for determining the time 
when the amounts determined under that subsection are to be taken 
into account. If the interest acquired by the service partner is not, 
at the time of its acquisition, subject to substantial restrictions or 
limitations as to its transferability the amount determined under 
subsection (c) must be taken into account at that time. If the interest 
is subject to such restrictions or limitations at the time of its acquisi- 
tion, the amount determined under subsection (¢) must be taken into 
account at the time when those restrictions cease to be substantial 
(unless the interest is previously disposed of). If the interest acquired 
by the service partner is disposed of prior to the removal of the 
substantial restrictions and limitations upon its transferability, the 
amount determined under subsection (c) is taken into account at the 
time of such disposition. Under subsection (c)(1)(B) a transfer of a 
partnership interest by reason of death alone does not constitute a 
disposition for purposes of this subsection unless such restrictions or 
limitations terminate upon death. If substantial restrictions and 
limitations upon transferability terminate upon death, the amount 
determined under subsection (c) must be iedbadeal in the decedent’s 
return for his last taxable year and must be taken into account by 
the partnership as of the date of death. 

Subsection (c)(2) provides that the amount of the deduction allowed 
to the partnership under subsection (b) (1) is not to exceed the aggre- 
gate amount determined by taking into account, with respect to each 
relinquishing partner, his adjusted basis (as of the time of the ex- 
change) in the relinquished interest, or that portion of the amount 
determined under subsection (c)(1), which is attributable to his relin- 
quishment, whichever is the lesser. 

For example, if, in exchange for services rendered to the partnership 
(which constitute a trade or business expense) partner A relinquishes 
an interest in partnership capital having a basis to him of $100 and a 
fair market value of $150, and partner B relinquishes such an interest 
having a fair market value of $150 and a basis to him of $200, the 
deduction allowed to the partnership shall be $250 ($100 attributable 
to A plus $150 attributable to B). Pursuant to the provision in sub- 


section (b) that such deduction be allocated among the relinquishing 
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partners on the basis of that portion of such deduction which is 
attributable to each such partner, this deduction is allocated $100 to 
A and $150 to B. 

Under section 204(b)(4) of the bill section 770 applies only in 
respect of exchanges described in section 770 occurring during any 
on taxable year beginning on or after the date of enactment 
of the bill. 


Section 776. Amounts paid to a retiring partner or a deceased partner’s 
successor in interest 

Section 776 is derived from section 736 of present law. 

Subsection (a)(1) provides that amounts payable in liquidation of 
the interest of a retiring partner or a deceased partner shall (except to 
the extent that they are attributable to an interest in partnership 
property as determined under subsection (b)) be considered as a 
distributive share of partnership income if such amounts are deter- 
mined with regard to the income of the partnership and are paid or 
payable on or before the 15th day of the 4th month following the close 
of the partnership taxable year with respect to which such amounts 
are determined. Under subsection (a)(1)(B) such amounts are con- 
sidered to be guaranteed payments if they are determined without 
regard to the income of the partnership or if they are paid or payable 
after the 15th day of the 4th month following the close of the partner- 
ship taxable year with respect to which such amounts are determined. 

Paragraph (2) of subsection (a) adds rules which specify the time 
when the amounts referred to in subsection (a)(1) are to be taken into 
account. Under subparagraph (A) of this paragraph, any amount 
which is considered to be a distributive share under paragraph (1) (A) is 
to be taken into account by the partnership, and by the recipient, as of 
the last day of the partnership taxable year with respect to which such 
amount is determined. Under subparagraph (B) of this paragraph 
any amount considered to be a guaranteed payment under subsection 
(a)(1)(B) is to be taken into account by the partnership, and the 
recipient, as of the last day of the partnership taxable year in which 
such amount was paid or payable. 

Subsection (b)(1) provides that amounts payable in liquidation of 
the interest of a retiring partner or a deceased partner shall be con- 
sidered as payable in a distribution by the partnership, and not as a 
distributive share or guaranteed payment under subsection (a), to 
the extent that such amounts are determined under regulations to be 
attributable to the interest of such partner in partnership property. 

Subsection (b)(2) provides that amounts attributable to an interest 
in partnership property shall not include amounts attributable to 
unrealized receivables (as defined in subsection (c)(4)) and shall not 
include amounts attributable to goodwill except to the extent that the 
partnership agreement provides for a payment with respect to goodwill. 

Subsection (c)(1) provides that if all amounts payable in liquidation 
of an interest in a partnership are payable within a 12-month period, 
such amounts are to be considered as a distribution and subsections 
(a) and (b) shallnotapply. Thus, in such cases payments attributable 
to the retiring or deceased partner’s interest in unrealized receivables or 
to goodwill (regardless of whether the partnership agreement provides 
for a payment with respect to goodwill) and payments in the nature 
of mutual insurance, as well as payments attributable to such part- 
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ner’s interest in other partnership property, will be subject to the 

distribution rules of section 731 (which, of course, includes the applica- 

tion of section 750 where appropriate). 

Subsection (c)(2) provides that if amounts paid in liquidation of a 
partner’s interest consist both of amounts considered as a distributive 
share or guaranteed payment and amounts considered as distributions, 
and such amounts are paid both in money and in other property, the 
money shall first be deemed to be in payment of the distributive share 
or guaranteed payment and only the excess of such money over such 
distributive share or guaranteed payment is deemed to be a distribu- 
tion. 

Subsection (c)(3) provides rules with respect to amounts, to which 
subsection (a) was applicable, which are paid after termination of the 
partnership in liquidation of the interest of a retiring or deceased part- 
ner. Subsection (c)(3)(A) provides that the recipient of such pay- 
ments shall include them in his gross income as ordinary income, while 
subsection (c)(3)(B) provides that, if the person making such payments 
is an individual, was a partner of the partnership immediately before 
the retirement or death, is under a binding legal obligation to make 
such payments, and is operating a trade or business as a sole proprietor, 
then such individual is entitled to deduct such amount as a trade or 
business expense under section 162(a). The trade or business referred 
to in subsection (c)(3)(B) need have no relation to the trade or busi- 
ness carried on by the partnership, but it must consist of more than 
the performance of services as an employee. 

Subsection (c)(4) defines unrealized receivables as rights to pay- 
ments for services rendered and goods produced (or delivered in the 
case of a partnership predominantly engaged in a distributing trade 
or business such as retailing, wholesaling, and jobbing) to the extent 
that proceeds from the sale of such goods would be treated as amounts 
received from the sale or exchange of property other than a capital 
asset. The term does not include rights to payments previously in- 
cludible in income under the method of accounting used by the 
partnership. 

Under section 204(b) (5) of the bill section 776 applies only in respect 
of partners who die or retire during any partnership taxable year be- 
ginning on or after the date of enactment of this bill. Thus, even 
though payments are made to a retiring partner or a deceased partner’s 
successor in interest after the date of enactment, section 776 will not 
apply to such payments if the partner retired or died in a partnership 
taxable year which began prior to the date of enactment. 

Section 777. Cross-references relating to partnership income treated as 
income in respect of decedent and exception as to application of rule 
for property acquired from a decedent 

This section provides a number of cross-references relating to part- 
nership income treated as income in respect of a decedent and relating 
to an exception as to the application of the rule of section 1014 for 
property acquired from a decedent. 


Section 780. Manner of electing optional adjustments to basis of partner- 
ship property 
Section 780 is derived from section 754 of present law. It provides 
for an election by the partnership with respect to distributions of 
property and transfers of partnership interests, pursuant to which 
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the basis of partnership property is to be adjusted as provided in 
section 781 or 782, whichever is applicable. Unlike present law, 
section 780 permits ‘the election with respect to transfers of partner- 
ship interests to be made separately from the election with respect to 
distributions. Also, unlike present law, section 780 provides that 
either such election may be filed, or changed, at any time prior to the 
expiration of 1 year after the time prescribed for filing the partnership 
return for the taxable year for which such election was filed, not 
including any extension of such time. 

Under section 205(a) of the bill if an election has been made under 
section 754 of present law, such election is to be treated as an election 
made both with respect to paragraph (1) and paragraph (2) of section 
780. However, such election may be revoked either as to para- 
graph (1) or as to paragraph (2), but not as to both. The revocation 
of the election with penne t to either paragraph may be made without 
the consent of the Secretary or his delegate, but, if made, must be 
made prior to the expiration of 1 year after the time prese ribed by law 
(not including any extension of such time) for filing the partnership 
return for the first taxable year of the partnership beginning on or 
after the date of enactment of this bill. The revocation will have no 
effect with respect to any taxable year of the par<nership prior to 
such first taxable year. 

Section 781. Optional adjustment in case of distribution of property 

Section 781 is derived from section 734 (b) and (c) of present law, but 
differs from that section in the manner of making the optional adjust- 
ment to the basis of partnership property. Under subsection (a)(1), 
if an election under section 780(1) is in effect, a partnership increases 
the adjusted basis of its property by the excess, if any, of the adjusted 
basis to the partnership of the property distributed over the reduction, 
as a result of the distribution, in the distributee partner’s proportionate 
share of ae adjusted basis of the partnership property. Under sub- 
section (a)(2) the partnership decreases the adjusted basis of partner- 
ship property by the excess, if any, of the reduction, as a result of the 
distribution, in the distributee partner’s proportionate share of the 
adjusted basis of the partnership property over the adjusted basis to 
the partnership of the property distributed. Thus, the adjustments 
under section 781 will reflect the difference between the basis to the 
partnership of the distributed property and the reduction which occurs 
in the distributee partner’s proportionate share of the adjusted basis 
of the partnership property. 

The application of subsection (a)(1) may be illustrated by the follow- 
ing example: 

Assume that the assets of equal partnership ABD have a partnership 
basis of $9,000 and a fair market value of $15,000. D, who recently 
purchased his interest in the partnership from C for $5,000, has a 
$5,000 basis for his interest. A and B each has a basis for his partner- 
ship interest of $3,000. 

Under present law if a $5,000 cash distribution is made by the 
partnership to either A or B in liquidation of his interest, the partner- 
ship would be entitled to an upward adjustment of $2,000 to the basis 
of remaining partnership assets. However, a similar distribution to 
D would result in no adjustment. 

Under subsection (a)(1) there would be an upward adjustment of 
$2,000 regardless of which partner received the distribution. 
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Another respect in which section 781 differs from present law is 
the mandatory de minimis rule which it contains. Under this rule, 
if a distribution with respect to which the section 781 adjustment 
would otherwise be made would result in an aggregate upward or 
downward adjustment to partnership property of less than $1,000, 
no adjustment to the basis of partnership property shall be made. 
For example, if, as a result of a distribution at a time when the elec- 
tion under section 780(1) is in effect, upward adjustments of $2,000 
are attributable to one class of assets and downward adjustments of 
$1,500 are attributable to another class of assets, the aggregate ad- 
justment to the basis of partnership property under section 781 is 
only $500. However, because of the application of the $1,000 de 
minimis rule of section 781, no adjustment, either upward or down- 
ward, shall be made. 


Section 782. Optional adjustment in case of transfer of interest 


Subsections (a) and (b) of section 782 are identical, in substance, to 
section 743 (b) and (c) of present law, except for the mandatory de 
minimis rule of subsection (a). Under this rule, if the transfer of a 
partnership interest, with respect to which the section 782 adjustment 
would otherwise be made, would result in an aggregate upward or 
downward adjustment to partnership property of less than $1,000, 
no adjustment to the basis of partnership property is to be made. 


Section 783. Allocation of basis for optional adjustments 

Subsection (a) is identical, in substance, to section 755(a) of present 
law. 

Subsection (b) is derived from section 755(b) of present law but 
differs in some respects. Present law requires a special basis adjust- 
ment attributable either to a distribution of partnership property or 
to a transfer of a partnership interest to be allocated to (1) capital 
assets and property described in section 1231(b), or (2) any other 
property of the partnership. The amended section 783(b)(1) omits 
the reference to a transfer of a partnership interest, and thus the rule 
contained in such provision will be  amaitiactin in the case of such a 
transfer. Second, subsection (b) provides that any special basis ad- 
justment under section 781 shall be allocated to property of the same 
character (i.e., either capital assets and sec. 1231(b) property on one 
hand, or any other property of the partnership on the other hand) as 
that to which the adjustment is attributable. This differs from present 
law which requires that such allocation be made to property of the 
same character as that distributed. Third, subsection (b)(2) clarifies 
present law by specifically providing that the adjusted basis of any 
partnership property shall not be increased above its fair market 
value as a result of any special basis adjustment. 


Section 784. Special basis to transferee upon subsequent distribution 

Section 784 corresponds to section 732(d) of present law. The 
operation of section 784 differs, however, from the operation of present 
732(d) in that if the de minimis rule of section 782 would have 
precluded an adjustment under that section, no adjustment is to be 
made under section 784. 
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Section 785. Special basis to transferee upon subsequent sale or exchange 

Section 785 provides for an election, not found in present law, 
under which a special basis adjustment is available to a transferee 
of a partnership interest. 

Section 785 applies to a partner who acquired all or part of his 
interest by a transfer with respect to which the section 780(2) election 
was not in effect. 

If such a partner sells or exchanges an interest in the partnership 
in a transaction to which section 749 is applicable, within 2 years after 
a prior transfer, then, for purposes of determining the partnership 
basis allocable to section 751 assets under section 749, he may elect 
to treat as the adjusted basis of the section 751 assets, attributable to 
the prior transfer, the adjusted basis which such section 751 assets 
would have if the section 782 adjustment were in effect with respect 
to the prior transfer. If the de minimis rule of section 782 would 
have precluded an adjustment under that section, no adjustment shall 
be made under section 785. 


Section 788. Terms defined 


Under present section 761(a)(1), the Secretary of the Treasury or 
his delegate may exclude an unincorporated organization (which 
satisfies the requirements specified in the law) from the application 
of all or part of subchapter K, but only at the election of all the mem- 
bers of the organization. Under section 788(a)(2) the election is to 
be made by the organization. 


SECTION 202. INCOME IN RESPECT OF A DECEDENT 


Section 202 of the bill amends section 691 of present law, relating 
to recipients of income in respect of decedents, by deleting subsection 
(e), which is a cross-reference to section 753 of present law, and by 
adding a new subsection (e) containing a specific listing of partnership 
items which are income in respect of a decedent. No inference to the 
effect that any of such items do not constitute income in respect of a 
decedent under present law shall be drawn from the enactment of 
section 202. 

The specific items of income in respect of a decedent are contained 
in paragraphs (1) through (4) of new section 691(e). Paragraph (1) 
provides that where the partnership taxable year with respect to a 
deceased partner closes after the date of his death, the amount of his 
distributive share of items of mcome and gain described in section 
702 (a) or (e) attributable to the portion of such taxable year ending 
on the date of his death is income in respect of a decedent. 

Paragraph (2) is sumilar to present section 753. It provides that 
amounts includible under section 776(a) in the gross income of a 
successor in interest of a deceased partner constitute income in re- 
spect of a decedent. In general, such amounts are those payable in 
liquidation of the deceased partner’s interest in the partnership, ex- 
cept amounts attributable to the interest of the partner in partner- 
ship property. 

Paragraph (3) relates to amounts includible in the gross income of 
a successor in interest of a deceased partner which are attributable to 
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the decedent’s interest in partnership income of the type described in 
section 776(c)(4), which defines unrealized receivables. Paragraph 
(3) applies only in cases where such amounts are not already classi- 
fied as income in respect of a decedent under paragraph (2). For 
example, if the executor of a deceased partner’s estate sold, pursuant 
to a buy and sell agreement, the decedent’s entire interest in the 
partnership, the proceeds attributable to the decedent’s share of the 
unrealized receivables of the partnership at the date of his death 
would constitute income in respect of a decedent under paragraph (3), 
since paragraph (2) would not apply to such income. Similarly, if the 
partnership interest of the deceased partner is liquidated by pay- 
ments from the partnership to his successor in interest made within a 
12-month period, the portion of such payments attributable to the 
decedent’s interest in the partnersbip’s unrealized receivables at the 
date of his death is income in respect of a decedent by reason of 
paragraph (3). 

Paragraph (4) applies to the case where a decedent acquired his 
interest in partnership capital in return for bis services, but where 
the value of such interest was not includible in the income of the 
decedent before his death because of substantial restrictions or limi- 
tations upon his right to transfer such interest. Under paragraph (4), 
the amount required to be taken into account under section 770(a), 
determined as if section 770(c) applied, is taken into account as in- 
come in respect of a decedent by the successor in interest of the de- 
ceased partner at the time the restrictions or limitations cease to be 
substantial or such interest is transferred (within the meaning of 
section 691(a)(2)), whichever first occurs. 

Deductions and credits with respect to partnership items shall be 
allowed under section 691(b) notwithstanding the fact that no specific 
listing of them is made in this bill. 

Section 204(c) of the bill provides that the amendments made by 
section 202 shall apply only in respect of decedents dying during 
partnership taxable years beginning on or after the date of the enact- 
ment of the bill. 


SECTION 203. TECHNICAL AMENDMENTS 


Section 203 of the bill makes changes in a number of cross-references 
in other provisions of the Internal Revenue Code of 1954 in order to 
reflect changes made in subchapter K by section 201 of the bill. 

Section 203(c) clarifies present law by providing that section 1014 
(a) and (b) shall not apply to that portion of the value of an interest 
in a partnership attributable to property which constitutes a right to 

receive an item of income in respect of a decedent under section 691. 
Thus, a person who acquires a partnership interest from a decedent 
will not obtain a step up (or step down) of the basis of such interest 
to the extent that its fair market value is attributable to property of 
the partnership (such as unrealized receivables) which constitutes an 
item of income in respect of a decedent. Section 204(c) of the bill 
provides that the amendments made by section 203(c) shall apply 
only in respect of decedents dying during any partnership taxable 
year beginning on or after the date of enactment of the bill. How- 
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ever, no inference as to the treatment under present section 1014 of a 
partnership interest acquired from a decedent is to be drawn from 
the enactment of this subsection. 

Subsection (f) amends section 1402(a), relating to the definition of 
net earnings from self-employment, in order to reflect the addition of 
subsection (e) to section 702. 


SECTIONS 204 AND 205. EFFECTIVE DATES AND SPECIAL RULES 


Subsection (a) of section 204 of the bill provides a general effective 
date. The amendments made by the bill are to apply with respect to 
any partnership taxable year beginning on or after date of enactment 
of this bill and with respect to any part of a partner’s taxable year 
falling within such partnership taxable year. 

Subsections (b) and (c) of section 204 provide a number of special 
effective date rules for certain new subchapter K provisions and for 
new provisions added to sections 691 and 1014(c). These rules are 
explained, supra, in connection with the various substantive provisions 
to which they relate. 

Section 205(a) of the bill sets forth a transitional rule for making 
the separate elections under section 780 (as added by sec. 201 of the 
bill) in cases where the election has been made under present section 
754. Section 205(b) provides for the continuation of certain provi- 
sions of present law during the transitional period. Under section 
205(b), until the rules provided in the amendments made by this bill 
take effect, the provisions of the Internal Revenue Code of 1954 (as 
in effect before the enactment of this bill) shall continue to apply. 
Section 205(c) provides that, for purposes of the application of sec- 
tions 7851 and 7852 of the Internal Revenue Code of 1954, any refer- 
ence in those sections to the 1939 code shall be deemed to include a 
reference to the provisions of the 1954 code (as in effect before the en- 
actment of this bill) unless manifestly incompatible with the intent of 


this bill. 
Vv. CHANGES IN EXISTING LAW 


In compliance with clause 3 of rule XIII of the Rules of the House 
of Representatives, changes in existing law made by the bill, as 
introduced, are shown as follows (existing law proposed to be omitted 
is enclosed in black brackets, new matter is printed in italics, existing 
law in which no change is proposed is shown in roman): 


INTERNAL REVENUE CODE OF 1954 


SEC. 170. CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS. 
* + * * *~ Kk * 
(e) OTHER Cross REFERENCES.— 
(1) For charitable contributions of estates and trusts, see 
[section 642(c)] sections 643(d) and 661(a) (4). 


+ * * * * * *% 
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SEC. 179. ADDITIONAL FIRST-YEAR DEPRECIATION ALLOWANCE FOR 
SMALL BUSINESS. 


* * * * * * * 


(d) Derinitions AND Spgecrat Ru.es.— 
(1) * * * 
(2) PurcHASE DEFINED.—For purposes of paragraph (1), the 
term “purchase” means any acquisition of property, but only if— 
(A) the property is not acquired from a person whose 
relationship to the person acquiring it would result in the 
disallowance of losses under section 267 or [[707(b)] 765 
(but, in applying section 267(b) and (c) for purposes of this 
section, paragraph (4) of section 267(c) shall be treated as 
providing that the family of an individual shall include only 
his spouse, ancestors, and lineal descendants), 
* * * * * * + 


SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK. 

(a) GeneRAL Rute.—For purposes of those provisions of this 
subchapter to which the rules contained in this section are expressly 
made applicable— 


* * * * * * * 


(2) PARTNERSHIPS, ESTATES, TRUSTS, AND CORPORATIONS.— 

(A) PARTNERSHIPS AND ESTATES.—Stock owned, directly 
or indirectly, by or for a partnership or estate shall be con- 
sidered as being owned proportionately by its partners or 
beneficiaries. Stock owned, directly or indirectly, by or for 
a partner or a beneficiary of an estate shall be aids Mia as 
being owned by the partnership or estate. 

(B) Trusts.—Stock owned, directly or indirectly, by or 
for a trust shall be considered as being owned by its bene- 
ficiaries in proportion to the actuarial interest of such 
beneficiaries in such trust. Stock owned, directly or in- 
directly, by or for a beneficiary of a trust shall be considered 
as being owned by the trust, unless such beneficiary’s 
interest in the trust is a remote contingent interest. For 
purposes of the preceding sentence, a contingent interest of 
a beneficiary in a trust shall be considered remote if, under 
the maximum exercise of discretion by the trustee in favor 
of such beneficiary, the value of such interest, computed 
actuarially, is 5 percent or less of the value of the trust 
property. Stock owned, directly or indirectly, by or for 
any portion of a trust of which a person is considered the 
owner under subpart E of part I of subchapter J (relating 
to grantors [and others] treated as substantial owners), or is 
treated as the grantor or owner by reason of section 664 (6) or 
(e), shall be considered as being owned by such person; and 
such trust shall be treated as owning the stock owned, di- 
rectly or indirectly, by or for that person. This subparagraph 
shall not apply with respect to any employees’ trust d 
scribed in section 401(a) which is exempt from tax under 
section 501 (a). 

+ * * . * . . 
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SEC. 503. REQUIREMENTS FOR EXEMPTION, 


* * * * * * * 


(e) DisALLOWANCE OF CERTAIN CHARITABLE, ETC., DepucTIoNns.— 
No gift or bequest for religious, charitable, scientific, literary, or educa- 
tional purposes (including the encouragement of art and the preven- 
tion of cruelty to children or animals), otherwise allowable as a de- 
duction under section 170, [642(c),] 545(b)(2), 661(a)(4), 2055, 
2106(a)(2), or 2522, shall be allowed as a deduction if made to an 
organization described in s ction 501(¢c)(3) which, in the taxable year 
of the organization in which the gift or bequest is made, is not exempt 
under section 501(a) by reason of this section. With respect to any 
taxable year of the organization for which the organization is not 
exempt pursuant to subsection (a) by reason of having engaged in a 
prohibited transaction with the purpose of diverting the corpus or 
income of such organization from its exempt purposes and such trans- 
action involved a substantial part of such corpus or income, and which 
taxable year is the same, or prior to the, taxable year of the organiza- 
tion in which such transaction occurred, such deduction shall be dis- 
allowed the donor only if such donor or (if such donor is an individual) 
any member of his family (as defined in section 267(c)(4)) was a party 
to such prohibited transaction. 

* * ok * + * * 


SEC. 542. DEFINITION OF PERSONAL HOLDING COMPANY. 

(a) GENERAL Ru.e.—For purposes of this subtitle, the term “per- 
sonal holding company” means any corporation (other than a cor- 
poration described in subsection (c)) if 

(1) Gross INCOME REQUIREMENT.—At least 80 percent of its 
gross income for the taxable year is personal holding company 
income as defined in section 543, and 

(2) Srock OWNERSHIP REQUIREMENT.—At any time during the 
last half of the taxable year more than 50 percent in value of its 
outstanding stock is owned, directly or indirectly, by or for not 
more than 5 individuals. For purposes of this paragraph, an 
organization described in section 503(b) or a portion of a trust 
permanently set aside or to be used exclusively for the purposes 
described in section [642(c)] 661(a)(4) or a corresponding pro- 
vision of a prior income tax law shall be considered an individual. 
The preceding sentence shall not apply in the case of an organiza- 
tion or trust organized or created before July 1, 1950, if at all 
times on or after July 1, 1950, and before the close of the taxable 
year such organization or trust has owned all of the common 
stock and at least 80 percent of the total number of shares of all 
other classes of stock of the corporation, but only if such organ- 
ization or trust is not denied exemption under section 504 or an 
unlimited charitable deduction is not denied under section 681 (c) 
and, for this purpose— 

(A) all income of the corporation which is available for 
distribution as dividends to its shareholders at the close of 
any taxable year shall be deemed to have been distributed 
at the close of such year (whether or not any portion of such 
income was in fact distributed); and 

(B) section 504(a)(1) and section 681(c)(1) shall also not 
apply to income attributable to property of a decedent dying 
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before January 1, 195f, which was transferred during his 
lifetime to a trust or property that was transferred under 
his will to such trust. 

* * * * * * * 


Subchapter J—Estates, Trusts, Beneficiaries, and 
Decedents 


Part I. Estates, trusts, and beneficiaries. 
Part II. Income in respect of decedents. 


Part I—Estates, trusts, and beneficiaries 


Subpart A. General rules for taxation of estates and trusts. 

Subpart B. Trusts which distribute current income only. 

Subpart C. Estates and trusts which may accumulate income or 
which distribute corpus. 

Subpart D. Treatment of excess distributions by trusts 

Subpart E. Grantors [and others] treated as substantial owners. 

Subpart F. Miscellaneous. 


Subpart A—General Rules for Taxation of Estates and Trusts 


Sec. 641. Imposition of tax. 

Sec. 642. Special rules for credits and deductions. 

Sec. 643. Definitions applicable to subparts A, B, C, and D. 
SEC. 641. IMPOSITION OF TAX. 

(a) AppiicaTion or T'ax.—The taxes imposed by this chapter on 
individuals shal! apply to the taxable income of estates or of any 
kind of property held in trust, including 

(1) income accumulated in trust for the benefit of unborn or 
unascertained persons or persons with contingent interests, and 
income accumulated or held for future distribution under the 
terms of the will or trust; 

(2) income which is to be distributed currently by the fiduciary 
to the beneficiaries[, and income collected by a guardian of an 
infant which is to be held or distributed as the court may direct]; 

(3) income received by estates of deceased persons during the 
period of administration or settlement of the estate; and 

(4) income which, in the discretion of the fiduciary, may be 
either distributed to the beneficiaries or accumulated. 

(b) ComputTaTION AND PaymMent.—The taxable income of an estate 
or trust shall be computed in the same manner as in the case of an 
individual, except as otherwise provided in this part. The tax shall 
be computed on such taxable income and shall be paid by the fiduciary. 

(c) Leaat Lire Estares anv Orner TerminaBLe Leaat INTER- 
EsTts.—If— 

(1) any person owns a legal interest in property which may 
terminate on the lapse of time, on the occurrence of an event or 
contingency, or on the failure of an event or continge ney to occur, and 

(2) at any time during any calendar year there is gross income 
attributable to such property- 

(A) which (but for this subsection) would not be currently 
includible in the gross income of any person because such person 
is not then ascertainable or for any other reason, but 
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(B) which would be currently ineludible in the gross income 
of a trust with respect to such property if such a trust existed 
(determined without regard to subpart E), 

then, for purposes of this subchapter and subtitle F, a trust shall be 
deemed to exist for such calendar year with respect to all gross income 
described in paragraph (2) attributable to such property, and the person 
(or persons) described in paragraph (1) shall be deemed to be a fiduciary 
of such trust. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Crepirs Acarnst Tax.— 

(1) PARTIALLY TAX-EXEMPT INTEREST.—An estate or trust 
shall be allowed the credit against tax for partially tax-exempt 
interest provided by section 35 only in respect of so much of such 
interest as is not properly allocable to any beneficiary under 
section 652 or 662. If the estate or trust elects under section 
171 to treat as amortizable the premium on bonds with respect 
to the interest on which the credit is allowable under section 35, 
such credit (whether allowable to the estate or trust or to the 
beneficiary) shall be reduced under section 171(a)(3). 

(2) Foreign TAXxES.—An estate or trust shall be allowed the 
credit against tax for taxes imposed by foreign countries and pos- 
sessions of the United States, to the extent allowed by section 901, 
only in respect of so much of the taxes described in such section as 
is not properly allocable under such section to the beneficiaries. 

(3) Tiekioconn RECEIVED BY INDIVIDUALS.—An estate or trust 
shall be allowed the credit against tax for dividends received pro- 
vided by section 34 only in respect of so much of such dividends as 
is not properly allocable to any beneficiary under section 652 or 
662. EFor purposes of determining the time of receipt of divi- 
dends under section 34 and section 116, the amount of dividends 
properly allocable to a beneficiary under section 652 or 662 shall 
be deemed to have been received by the beneficiary ratably on 
the same dates that the dividends were received by the estate or 
trust.] = An estate or trust shall be entitled to the exclusion of divi- 
dends received under ‘section 116(a) (determined without regard to 
the second sentence thereof), but only in respect of so much of such 
dividends as is not properly allocable to any beneficiary under section 
652 or 662. For purposes of this paragraph, there shall be taken 
into account only those dwidends of a kind for which a credit is 
allowable under section 34(a) or an exclusion is permitted under 
section 116(a), as the case may be. 

(b) Depuction ror PersonaL Exemption.—An estate shall be 
allowed a deduction of $600. A trust which, under its governing 
instrument, is required to distribute all of its income currently shall 
be allowed a deduction of $300. All other trusts shall be allowed a 
deduction of $100. The deductions allowed by this subsection shall 
be in lieu of the deductions allowed under section 151 (relating to 
deduction for personal exemption). 

[(c) Depuction ror AMounts PArip oR PERMANENTLY SET ASIDE 
FOR A CHARITABLE Purposs.—lIn the case of an estate or trust (other 
than a trust meeting the specifications of subpart B) there shall be 
allowed as a deduction in computing its taxable income (in lieu of 
the deductions allowed by section 170(a), relating to deduction for 
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charitable, etc., contributions and gifts) any amount of the gross 
income, without limitation, which pursuant to the terms of the 
governing instrument is, during the taxable year, paid or permanently 
set aside for a purpose specified in section 170(c), or is to be used 
exclusively for religious, charitable, scientific, literary, or educational 
purposes, or for the prevention of cruelty to children or animals, or 
for the establishment, acquisition, maintenance or operation of a 
public cemetery not operated for profit. For this purpose, to the 
extent that such amount consists of gain from the sale or exchange 
of capital assets held for more than 6 months, proper adjustment of 
the deduction otherwise allowable under this subsection shall be 
made for any deduction allowable to the estate or trust under section 
1202 (relating to deduction for excess of capital gains over capital 
losses). In the case of a trust, the deduction allowed by this sub- 
section shall be subject to section 681 (relating to unrelated business 
income and prohibited transactions).] 

(c) Depucrion ror CHARITABLE, ETC., ConrriBuTions.—In the case 
| an estate or trust, the deduction allowed by section 170 (relating to de- 

uction for charitable, etc., contributions and gifts) shall not be allowed, 
but the estate or trust shall be allowed a deduction for such contributions 
and gifts to the extent provided in section 661. 

(d) Nev Operatine Loss Depuction.—The benefit of the deduc- 
tion for net operating losses provided by section 172 shall be allowed 
to estates and trusts under regulations prescribed by the Secretary 
or his delegate. 

(e) DepucTion FoR DEPRECIATION AND D5pLeTIoNn.—An estate 
or trust shall be allowed the deduction for depreciation and depletion 
only to the extent not [allowable] apportioned to beneficiaries under 
sections 167(g) and 611(b). 

(f) AMORTIZATION OF EMERGENCY OR GRAIN STORAGE FACILITIES. 
The benefit of the deductions for amortization of emergency and grain 
storage facilities provided by sections 168 and 169 shall be allowed 
to estates and trusts in the same manner as in the case of an individual. 
The allowable deduction shall be apportioned between the income 
beneficiaries and the fiduciary under regulations prescribed by the 
Secretary or his delegate. 

(g) DisALLOWANCE OF DovusBLe Depvucrions.—Amounts allowable 
under section 2053 or 2054 as a deduction in computing the taxable 
estate of a decedent shall not be allowed as a deduction in computing 
the taxable income of the estate, unless there is filed, within the time 
and in the manner and form prescribed by the Secretary or his dele- 
gate, a statement that the amounts have not been allowed as deduc- 
tious under section 2053 or 2054 and a waiver of the right to have such 
amounts allowed at any time as deductions under section 2053 or 2054. 
This subsection shall not apply with respect to deductions allowed 
under part II (relating to income in respect of decedents). 

(h) Unusep Loss Carryovers AND Excrss DerpuctTIons ON 
TERMINATION AVAILABLE TO Benericiaries.—[lf on] Jf, on the 
termination of an estate or trust, the estate or trust has— 

(1) a net operating loss PTO eS | under section 172 or a capital 
loss carryover under section 1212, 

[(2) for the last taxable year of the estate or trust deductions 
(other than the deductions allowed under subsections (b) or (c)) 
in excess of gross income for such year, 
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then such carryover or such excess shall be allowed as a deduction, in 
accordance with regulations prescribed by the Secretary or his delegate, 
to the beneficiaries succeeding to the property of the estate or trust.] 
(2) for the last taxable year of the estate or trust, deductions (other 
than the deduction for personal exemption allowed under subsection 
(b)) im excess of gross income for such year, 
then, under regulations prescribed by the Secretary or his delegate, such 
carryover or such excess shall be allowed as a deduction to the beneficiary 
succeeding to the property of the estate or trust (and not to the estate or 
trust). For purposes of this subsection, separate and independent shares 
of different beneficiaries in a single trust or estate shall be treated as 
separate trusts or estates. 

(i) Depucrion ror Estate Tax on Income 1n Respect or A 
Decevrent.—An estate or trust shall be allowed the deduction provided by 
section 691 (c) (relating to the deduction allowed for estate tax on income in 
respect of a decedent) only in respect of so much of the income in respect 
of a decedent as is not properly allocable to a beneficiary under section 652 
or section 662. 


[()] (7) Cross Rererence.— 


For disallowance of standard deduction in case of estates and trusts 
see section 142(b)(4). 


SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 

(a) DistrinutaBLE Net INcome.—For purposes of this part, the 
term ‘distributable net income” means, with respect to any taxable 
year, the taxable income of the estate or trust computed with the 
following modifications— 

(1) DepucTION FOR DISTRIBUTIONS.—No deduction shall be 
taken under sections 651 and 661 (relating to additional deduc- 
tions). 

(2) DepucTION FOR PERSONAL EXEMPTION AND FOR ESTATE 
rax.—No deduction shall be taken under section 642(b) (relating 
to deduction for personal exemptions) or section 691(c) (relating 
to deduction for estate tax attributable to income in respect of a 
decede i) 

(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF 
DEDUCTIONS.— 

(A) Canirex GAINS AND Losses.—Gains from the sale or 
exchange of capital assets shall be excluded to the extent that 
such gains are allocated to corpus and are not [(A)] (2) paid, 
credited, or required to be distributed to any beneficiary dur- 
ing the taxable year, or [(B)] (7) Praid, 3 pernehnentiy set 
aside [,] or to be used for [the] purposes specified in sec- 
tion [642(c)] 661(a)(4). Losses from the sale or exchange of 
capital assets shall be excluded, except to the extent such 
losses are taken into account in determining the amount of 
gains from the sale or exchange of capital assets which are 
paid, credited, or required to be distributed to any bene- 
ficiary during the taxable year. The deduction under sec- 
tion 1202 (relating to deduction for excess of capital gains 
over capital losses) shall not be taken into account. 

(B) Rune FOR DETERMINING WHEN CAPITAL GAINS ARE 
PAID, CREDITED, OR REQUIRED TO BE DISTRIBUTED.—Capital 
gains shall not be considered paid, credited, or required to be 
distributed to a beneficiary within the meaning of subparagraph 
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(A) except to the extent that— 

(1) they are required to be distributed during the taxable 
year under the provisions of the governing instrument or 
applicable local law; 

(it) the books or records of the estate or trust or notice to 
the beneficiary shows an intention properly to pay or credit 
such amounts to the beneficiary during the taxable year; 

(12) the fiduciary follows the regular practice of dis- 
tributing all capital gains; 

(ww) capital ly are received by the estate or trust in its 
year of termination; 

(v) capital gains are Peeues by the estate or trust in the 
year of termination of a separate and independent share of 
the estate or trust, but only to the extent attributable to such 
separate share. 

(C) Corpus irems or pEpucrion.—Corpus deductions shall 
be excluded to the extent that— 

(2) the gross income excluded in computing distributable 
net income, exceeds 

(ii) the deductions which (without regard to this sub- 
paragraph) are excluded in computing distributable net 
uncome. 

For purposes of this subparagraph, the term “‘ corpus deductions 
means the deductions which (but for this subparagraph) would be 
taken into account in computing distributable net income and 
which are either chargeable to undistributed corpus under the 
provisions of the governing instrument and applicable local lau 
or which are charged to undistributed corpus as the result of the 
exercise of discretion by any person pursuant to the governing 
instrument. 

(4) ExTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVI- 
DENDS.—For purposes only of subpart B (relating to trusts which 
distribute current income only), there shall be excluded anes 
items of gross income constituting extraordinary dividends « 
taxable stock dividends which the fiducis ry, acting in good faith, 
does not pay or credit to any beneficiary by reason of his deter- 
mination that such dividends are allocable to corpus under the 
terms of the governing instrument and applicable local law. 

(5) TAX-EXEMPT INTEREST.—There shall be included any tax- 
exempt interest to which section 103 applies, reduced by any 
amounts which would be deductible in respect of disbursements 
allocable to such interest but for the provisions of section 265 
(relating to disallowance of certain deductions). 

(6) Fore1an 1ncome.—In the case of a foreign estate or trust, 
there sball be included the amounts of gross income from sources 
without the United States, reduced by any amounts which would 
be deductible in respect of disbursements allocable to such in- 
come but for the provisions of section 265(1) (relating to dis- 
allowance of certain deductions). 

(7) Drvipenps.—There shall be included the amount of any 
dividends excluded from gross income pursuant to section 116 
(relating to partial exclusion of dividends received). 


” 


[If the estate or trust is allowed a deduction under section 642(c), the 
amount of the modifications specified in paragraphs (5) and (6) 



















































eT 


REVISION OF TRUST AND PARTNERSHIP TAX LAWS 109 


shall be reduced to the extent that the amount of income which is 
paid, permanently set aside, or to be used for the purposes specified 
in section 642(c) is deemed to consist of items specified in those 
paragraphs. For this purpose, such amount shall (in the absence of 
specific provisions in the governing instrument) be deemed to consist 
of the same proportion of each class of items of income of the estate 
or trust as the total of each class bears to the total of all classes.] 

(b) Income.—For purposes of this subpart and subparts B, C, and 
D, the term “income”’, when not preceded by the words “‘taxable’’ 
“distributable net”, “undistributed net’, or “gross”, means the 
amount of income of the estate or trust for the taxable year determined 
under the terms of the governing instrument and applicable local law. 
[Items of gross income constituting extraordinary dividends or taxable 
stock dividends which the fiduciary, acting in good faith, determines 
to be allocable to corpus under the terms of the governing instrument 
and applicable local law shall not be considered income.] Jtems of 
gross income constituting extraordinary dividends, taxable stock dindends, 
or capital gains, which the fiduciary (acting in good faith) determines to 
be allo cable to corpus under the terms of the governing instrument and 
applicable local law, shall not be considered income. 

(c) BENEFICIARY. '—For purposes of this part, the term “‘beneficiary”’ 
includes an heir, a legatee, and a devisee. 

(d) CHARITABLE g Benericiary.—For purposes of this part, the term 
“charitable beneficiary” means any beneficiar y to or for the use of which 
a contribution by an individual would be a “charitable contribution” 
under section 170(c) (without regard to the percentage limitations pre- 
scribed in section 170(b)). 


Subpart B—Trusts Which Distribute Current Income Only 


Sec. 651. Deduction for trusts distributing current income only. 
Sec. 652. Inclusion of amounts in gross income of beneficiaries of 
trusts distributing current income only. 
SEC. 651. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME 
ONLY. 
(a) Depuction.—In the case of any trust [the terms of which]— 

(1) the terms of which provide that all of its income is required 
to be distributed currently, [and] 

[(2) do not providé that any amounts are to be paid, perma- 
nently set aside, or used for the purposes specified in section 642 (ce) 
(relating to deduction for charitable, etc., purposes), ] 

(2) which in the taxable year does not pay or credit, and is not 
jam to distribute, amounts other than amounts of income described 
in paragraph (1), and 

(3) with re spect to which, for the taxable year, there is no amount 
described in section 661(a)(4) (relating to i paid or perma- 
nently set aside for charitable beneficiaries, ete. 

there shall be allowed as a deduction in sean the t axable income 
of the trust the amount of the income for the taxable year which is 
required to be distributed currently. [This section shall not apply 
in any taxable year in which the trust distributes amounts other than 
amounts of income described in paragraph (1).] 


45461—60——_8 








110 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


(b) Limiration on Depuction.-—If the amount of income required 
to be distributed currently exceeds the distributable net income of the 
trust for the taxable year, the deduction under subsection (a) shall be 
limited to the amount of the distributable net income. For this pur- 
pose[,] the computation of distributable net income and income 
required to be distributed currently shall not include items of income 
(and the deductions allocable thereto) which are not included in the gross 
income of the trust [and the deductions allocable thereto]. The 
character of the items of distributable net income and of income required 
to be distributed currently shall be determined in accordance with the rules 
stated in section 652(b). 


SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF TRUSTS DISTRIBUTING CURRENT INCOME 
ONLY. 


(a) INcLuston.—Subject to subsection (b), the amount of income 
for the taxable year required to be distributed currently by a trust 
described in section 651 shall be included in the gross income of the 
beneficiaries to whom the income is required to be distributed, whether 
distributed or not. If such amount exceeds the distributable net 
income, there shall be included in the gross income of each beneficiary 
an amount which bears the same ratio to distributable net income as 
the amount of income required to be distributed to such beneficiary 
bears to the amount of income required to be distributed to all 
beneficiaries. 

(b) CHaracTEeR oF AmMounts.—The amounts specified in subsection 
(a) shall have the same character in the hands of the beneficiary as 
in the hands of the trust. For this purpose, the amounts shall be 
treated as consisting of the same proportion of each class of items 
entering into the computation of distributable net income of the trust 
as the total of each class bears to the total distributable net income 
of the trust, unless the terms of the trust or applicable local law spe- 
cifically allocate different classes of income to different beneficiaries. 
In the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income shall be 
allocated among the items of distributable net income in accordance 
with regulations prescribed by the Secretary or his delegate. 

[(c) Dirrerent Taxas_e Years.—lf the taxable year of a bene- 
ficiary is different from that of the trust, the amount which the bene- 
ficiary is required to include in gross income in accordance with the 
provisions of this section shall be based upon the amount of income 
of the trust for any taxable year or years of the trust ending within 
or with his taxable year.] 

(c) Dirrerenr Taxasie Years.—If the taxable year of a beneficiary 
is different from that of the trust, the amount to be included in the gross 
income of the beneficiary in accordance with the provisions of this section 
shall be— 

(1) based on the amount of income of the trust for any taxable 
year or years of the trust ending within or with the taxable year of the 
eneficiary, and 


(2) if the taxable year of the beneficiary terminates by reason of 


the death or other termination of existence of the beneficiary during 
a taxable year of the trust, based on the amount of income of the 
trust for the period from the end of its last preceding taxable year to 
the date of such termination of existence. 
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In computing distributable net income for purposes of m4 application of 
subsection (a) to a beneficiary described in paragraph (2), there shall be 
taken into account only those items of income properly ‘allocable, and 
those deductions properly chargeable, under the terms of the governing 
instrument and applicable local law in determining such beneficiary’s 
share of the income for such period. 


Subpart C—Estates and Trusts Which May Accumulate Income or 
Which Distribute Corpus 


Sec. 661. Deduction for estates and trusts accumulating income or 
distributing corpus. 
Sec. 662. Inclusion of amounts in gross income of beneficiaries of 


estates and trusts accumulating income or distributing 
corpus. 


Sec. 663. Special rules [applicable to sections 661 and 662]. 
Sec. 664.° Power in person other than grantor to vest corpus or income 
in himself. 
SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. 

‘a) Depucrion.—In any taxable year there shall be allowed as a 
deduction in computing the taxable income of an estate or trust (other 
than a trust to which subpart B applies), the sum of 

[(1) any amount of income for such taxable year required to be 
distributed currently (including any amount required to be dis- 
tributed which may be paid out of income or corpus to the extent 
such amount is paid out of income for such taxable year); and 

[(2) any other amounts properly paid or credited or required to 
be distributed for such taxable year; 

but such deduction shall not exceed the distributable net income of 
the estate or trust.] 

(1) any amount (other than an amount described in paragraph 
(4)) required to be distributed currently to a beneficiary out of income 
for the taxable year, or paid or credited in the exercise of a discretion 
by the fiduciary to pay or credit such amount to a beneficiary to 
whom no amount may be paid or credited during the taxable year 
except from income for the taxable year; 

(2) any amount (other than an amount described in paragraph 
(4)) paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom amounts may 
be paid or credited during the taxable year out of the income for the 
taxable year or out of corpus (including accumulated income of 
prior taxable years) ; 

(3) all other amounts (other than amounts described in paragraph 
(4)) properly paid or credited, or required to be distributed, to a 
beneficiary during the taxable year; and 

(4) any amount etal pursuant to the terms of the governing 
instrument, is paid « r permanently set aside during the taxable 
year for a charitable be neficiary (as defined in section 643 (d)) or is 
to be used exclusively for religious, charitable, scientihe; literary, o 
educational ead or for the prevention of cruelty to children 
or animals, or for the establishment, acquisition, maintenance or 
operation of a i ublic cemetery not operated for profit. 

The deduction under this subsection shall not exceed the distributable net 
income of the estate or trust. The deduction under paragraph (4) shall 
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not exceed an amount equal to the distributable net income of the estate 
or trust, reduced by the amounts specified in paragraphs (1), (2), and (8). 

(b) Cuaracter or Amounts Distrrsutep.—The amount deter- 
mined under subsection (a) shall be treated as consisting of the same 
proportion of each class of items entering into the computation of 
distributable net income of the estate or trust as the total of each class 
bears to the total distributable net income of the estate or trust in the 
absence of the allocation of different classes of income under the spe- 
cific terms of the governing instrument or applicable local law. In 
the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income [(including 
the deduction allowed under section 642(c))] shall be allocated among 
the items of distributable net income in accordance with regulations 
prescribed by the Secretary or his delegate. 

) Limrration oN Depuction.—No deduction shall be allowed 
under subsection (a) in respect of any portion of the amount allowed 
as a deduction under that subsection (without regard to this sub- 
section) which is treated under subsection (b) as consisting of any 
itena of distributable net income which is not included in the gross 
income of the estate or trust. 

(d) Cross Rerzerence.— 

For limitation on charitable deduction in the case of a trust 
having unrelated business income, see section 681. 
SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF ESTATES AND TRUSTS ACCUMULATING IN- 
COME OR DISTRIBUTING CORPUS. 

(a) INncLuston.—Subject to subsection (b), there shall be included 
in the gross income of a beneficiary to whom an amount specified in 
paragraph (1), (2), or (3) of section 661 (a) is paid, credited, or required 
to be distributed (by an estate or trust described in section 661), the 
sum of the following [amounts:] amounts— 

[(1) Amounts REQUIRED TO BE DISTRIBUTED CURRENTLY.- 

The amount of income for the taxable year required to be dis- 

tributed currently to such beneficiary, whether distributed or not. 

If the amount of income required to be distributed currently to 

all beneficiaries exceeds the distributable net income (computed 

without the deduction allowed by section 642(c), relating to 
deduction for charitable, etc., purposes) of the estate or trust, 
then, in lieu of the amount provided in the preceding sentence, 
there shall be included in the gross income of the beneficiary an 
amount which bears the same ratio to distributable net income 

(as so computed) as the amount of income required to be dis- 

tributed currently to such beneficiary bears to the amount 

required to be distributed currently to all beneficiaries. For 
purposes of this section, the phrase “the amount of income for 
the taxable year required to be distributed currently” includes 
any amount required to be paid out of income or corpus to the 
extent such amount is paid out of income for such taxable year. ] 

(1) any amount required to be distributed currently to the bene- 
ficiary out of income for the taxable year, or paid or credited in the 
exercise of a discretion by the fiduciary to pay or credit such amount 
to the beneficiary to whom no amount may be paid or credited during 
the taxable year except from income for the taxable year; 
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[(2) OrgeR amounts DistRIBUTED.—All other amounts prop- 
erly paid, credited, or required to be distributed to such beneficiary 
for the taxable year. If the sum of— 

[(A) the amount of income for the taxable year required to 
be distributed currently to all beneficiaries, and 
[(B) all other amounts properly paid, credited, or required 
to be distributed to all beneficiaries 
exceeds the distributable net income of the estate or trust, then, 
in lieu of the amount provided in the preceding sentence, there 
shall be included in the gross income of the beneficiary an amount 
which bears the same ratio to distributable net income (reduced by 
the amounts specified in (A)) as the other amounts properly paid, 
credited or required to be distributed to the beneficiary bear to 
the other amounts properly paid, credited, or required to be dis- 
tributed to all beneficiaries. ] 

(2) any amount paid or credited in the exercise of a discretion by 
the fiduciary to pay or credit such amount to the beneficiary to whom 
amounts may be paid or credited during the taxable year out of the 
income for the taxable year or out of corpus (including accumulated 
income of prior taxable years) ; and 

(3) all other amounts properly paid or credited, or required to be 
distributed, to such beneficiary during the taxable year. 

The amounts paid, credited, or required to be distributed which are referred 
to in paragraphs (1), (2), and (8) of this subsection shall be deemed paid 
out of the distributable net income of the estate or trust in the above order 
of priority. If the amounts paid to the beneficiaries in any one of such 
classes, taken in such order of priority, exceed the distributable net income 
of the estate or trust available to such class (after being reduced by the 
amount allocated to any prior class or classes), there shall be included in 
the gross income of the beneficiary an amount which bears the same ratio to 
the distributable net income available to that class as the amount paid, 
credited, or required to be distributed to such beneficiary within such class 
bears to the amount so paid, credited, or required to be distributed to all 
beneficiaries of such class. 

(b) CHaRracTerR or Amounts.—The amounts determined under 
subsection (a) shall have the same character in the hands of the bene- 
ficiary as in the hands of the estate or trust. For this purpose, the 
amounts shall be treated as consisting of the same proportion of each 
class of items entering into the computation of distributable net 
income as the total of each class bears to the total distributable net 
income of the estate or trust unless the terms of the governing instru- 
ment or applicable local law specifically allocate different classes of 
income to different beneficiaries. In the application of the preceding 
sentence, the items of deduction entering into the computation of 
distributable net income [(including the deduction allowed under 
section 642(c))] shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary 
or his delegate. [In the application of this subsection to the amount 
determined under paragraph (1) of subsection (a), distributable net 
income shall be computed without regard to any portion of the deduc- 
tion under section 642(c) which is not attributable to income of the 
taxable year. ] 
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(c) Dirrerent TaxaB_e Yr Ars.—If the taxable year of a benefi- 
ciary is different from that of the estate or trust, the amount to be 
included in the gross income of the beneficiary shall be 

(1) based on the distributable net income a the estate or trust 
— the amounts properly paid, credited, or required to be dis- 
tributed to the beneficiary during any cunabli year or years of 
the estate or trust ending within or with [his] the taxable year 
of the beneficiary, and 
(2) if the taxable year of the beneficiary terminates by reason of 
the death or other termination of existence of the beneficiary during 
a taxable year of the estate or trust, based on the amount of income 
of the estate or trust for the period from the end of its last preceding 
taxable year to the date of such termination of existence. 
In computing distributable net income for purposes of the application of 
subsection (a) to a beneficiary described in paragraph (2), there shall be 
taken into account only those items of income properly allocable, and 
those deductions properly chargeable, under the terms of the governing 
instrument and applicable local law in determining such beneficiary’s 
share of the income for such period. 


SEC. 663. SPECIAL RULES [APPLICABLE TO SECTIONS 661 AND 662]. 


(a) Excrivusions.—There shall not be included as amounts falling 
within section 661(a) or 662(a) 

[(1) Grrrs, pequests, prc.-Any amount which, under the 
terms of the governing instrument, is properly paid or credited as 
a gift or bequest of a specific sum of money or of specific property 
and which is paid or credited all at once or in not more than 3 
installments. For this purpose an amount which can be paid or 
credited only from the income of the estate or trust shall not be 
considered as a gift or becuest of a specific sum of money.] 

(1) Grrrs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR 
OF SPECIFIC PROPERTY.—In the case of an estate, a trust created by 
will, or a trust which uenadeatales before the death of the grantor) 
was revocable by the grantor acting alone, any amount which is 
properly distributed as a gift, bequest, or devise of a specific sum of 
money or of specific property, and— 

(A) is distributed all at once or within one taxable year of 
the estate or tr ust if, under the terms of the governing instrume nt, 
such amount is not aes to be paid in more than one taxable 
year of the estate or trust, 

(B) is distributed bla the close of the 86th calendar month 
whach begins after the date of the de ath of the testator or grantor, 
if, under the terms of the governing instrument, no part of such 
amount is required to be distributed after the close of such month. 

This paragraph shall not apply to any amount which can be dis- 
tributed only from the income of the estate or trust. 

[(2) CuariTaBLe, ETC., DISTRIBUTIONS.—Any amount paid or 
permanently set aside or otherwise qualifying for the deduction 
provided in section 642(c) (computed without regard to section 
681).] 

(2) OrHER GIFTs, BEQUESTS, ETC.—Any real property or tangible 
personal property (other than money) held by the decedent at] the 

time of his death which is properly distributed, before the close of 
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the 36th calendar month which begins after the date of the death of 
the decedent, in full or partial satisfaction of a bequest, share, award, 
or allowance from the corpus of a decedent’s estate. 

[(3) Deniav or DouBLE DEDucTicN.—Any amount paid, cred- 
ited, or distributed in the taxable year, if section 651 or section 661 
applied to such amount for a prec eding taxable year of an estate or 
trust because credited or required to be distributed in such 
preceding taxable year. ] 

(3) DENIAL OF DOUBLE DEDUCTION, ETC.—Any amount for which 
a deduction was allowed or allowable (or would have been allowable 
but for the limitations contained in section 661 (a) or (e)) for a 
preceding taxable year of an estate or trust because credited, required 
to be distributed, or permane ntly set aside in such preceding taxable 
year (or because to be used for purposes specified in section 
661(a)(4)). | 

(b) DistripuTions IN Frrst Srxty-riveE Days or TAXABLE 
YEAR.— 

(1) GenerAL ruLE.—If within the first 65 days of any taxable 
year of a trust, an amount is properly paid or credited, such 
amount shall be considered paid or credited on the last day of 
the preceding taxable year. 

(2) Limrration.—This subsection shall apply only to : 

(A) which was in existence prior to January 1, 1954, 

(B) which, under the terms of its governing instrument, 
may not distribute in any taxable year amounts in excess 
of the income of the preceding taxable year, and 

(C) on behalf of which the fiduciary elects to have this 
subsection apply. 

The election authorized by subparagraph (C) shall be made for 
the first taxable year to which this part is applic ‘able.in accordance 

with such regulations as the Secretary or his delegate shall pre- 

scribe and shall be made not later than the time prescribed by 
law for filing the return for such year (including extensions there- 
of). Ifsuch election is made with respect to a taxable year, this 
subsection shall apply to all amounts properly paid or credited 
within the first 65 days of all subsequent taxable years of such 
trust. 

(c) SEPARATE SHARES. TREATED AS SEPARATE Estates or TRuSTs.— 
[For the sole purpose of determining the amount of distributable net 
income in the application of sections 661 and 662, in the case of a single 
trust having more than one beneficiary,] Jn the case of an estate or a 
single trust having more than one beneficiary, for purposes of determin- 
wig— 





(1) the amount of distributable net income, and 

2) whether a termination within the meaning of section 642(h) 
or section 643(a)(3)(B) has occurred, substantially separate and in- 
dependent shares of different beneficiaries in the estate or trust shall 
be treated as separate estates or trusts. The existence of such sub- 
stantially separate and independent shares and the manner of treat- 
ment as separate estates or trusts, including the application of subpart 
D to such separate share trusts, shall be determined in accordance with 
regulations prescribed by the Secretary or his delegate. 
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(d) Reqvrrep Disrrisurion To Anornuer Trust.—In applying 
sections 661 and 662, if there is a distribution from one trust to another 
trust and if such distribution — 

(1) under the terms of the governing instrument or applicable 
local law, is required and is not payable solely out of income, 
(2) is not related to the occurrence of an event which causes the 
distributing trust to terminate, and 
(3) includes an amount (determined under regulations prescribed 
by the Secretary or his delegate) representing the receiving trust’s 
share of the distributable net income of the distributing trust for that 
portion of the distributing trust’s taxable year which ends on the 
date of such distribution, 
then any deduction which (but for this subsection) would be allowable 
to the distributing trust by reason of such distribution shall not be allowed 
except to the extent of the amount described in paragraph (3). The re- 
ceiving trust shall include in its gross income for ius first taxable year 
which ends after the date of the distribution an amount equal to the 
amount described in paragraph (3). If there vs a distribution from one 
trust to another trust which meets the requirements of paragraphs (1) and 
(2) of this subsection, then (under regulations prescribed by the Secretary 
or his delegate and to the extent consistent with the preceding provisions 
of this subsection and with section 665) the receiving trust shall succeed 
to (as of the date of the distribution) and shall take into account its proper 
share of the items of the distributing trust entering into the computation 
of the distributable net income of the distributing trust and of any carry- 
over items; and such items (to the extent succeeded to by the receiving 
trust) shall not be taken into account by the distributing trust. 


SEC. 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST 
CORPUS OR INCOME IN HIMSELF. 
(a) GeneraL Rotes.— 

(1) AMOUNT CONSIDERED DISTRIBUTED, PAID, OR CREDITED. 
If a person other than the grantor has a power exercisable solely by 
himself to vest an amount of corpus or income of a trust in himself- 

(A) in applying sections 651 and 652, such amount shall be 
treated as an amount of corpus or income, as the case may be 
(4) required to be distributed currently to such person, 
and 
(ii) not paid, credited, or required to be distributed cur- 
rently to any other person, and 
(B) in applying sections 661 and 662, such amount shall be 
treated as an amount of corpus or income, as the case may be— 
(i) required to be distributed to such person, and 
(ii) not paid, credited, or required to be distributed to 
any other person. 

(2) Treatment or 1ncome.—If a person other than the grantor 
has a power exercisable solely by himself to vest an amount of corpus 
in himself, then, in applying sections 651, 652, 661, and 662, the 
income attributable to such amount of corpus for the taxable year 
shall be considered as an amount of income 

(A) required to be distributed currently to such person, and 
(b) not paid, credited, or required to be distributed currently 
to any other person. 
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For purposes of this paragraph, there shall be taken into account 
only income attributable to that portion of the taxable year which 
begins on the first day during such tazable year on whick the power 
becomes exercisable and ending on the day on which the power is 
exercised. 

(6) Person Havine Power Trearep as Granror.—Subsection (a) 
shall not apply if the person other than the grantor has previously released 
or modified a power described in subsection (a) and, after the release or 
modification, retained such control of the property released from the power 
as would, unthin the principles of subpart E, subject a grantor of a trust 
to treatment as the owner of such preperty. If subsection (a) does not 
apply by reason of the preceding sentence, such person shall be treated 
as the grantor of such property and taxed under subpart E. 

(ec) OstiaaTions or Support.—Subsection (a) shall not apply to a 
power which enables the person other than the grantor, in the capacity of 
trustee or cotrustee, merely to apply the income of the trust to the support 
or maintenance of a person whom the holder of the power rs obligated to 
support or maintain, except to the extent that such income is so applied. 

(d) Errecr or Renvuncrarion or Disceaimer.—Subsections (a) and 
(b) shall not apply with respect to a power which has been renounced or 
disclaimed within a reasonable time after the holder of the power first 
became aware of its existence. 

(e) Person Havina Power Trearep As Owner For CERTAIN 
Purposes.—E xcept to the extent inconsistent with the provisions of this 
section, a person who has a power to which subsection (a) applies shall 
be treated (for purposes of this chapter other than this subchapter) as the 
owner of ‘a portion of the trust unth respect to which he has such power. 

(f) Sospsranriat Ownersuip Roxie Inappricasre.—Except as 
specified in subsections (a) and (b), no items of income, deduction, or 
credit against tax of a trust shall be included solely on the grounds of 
dominion and control over the trust under section 61 (relating to definition 
of gross income) or any other provision of this title, in computing the 
taxable income and credits of a person other than the grantor. 


Subpart D—Treatment of Excess Distributions by Trusts 


Sec. 665. Definitions applicable to subpart D. 
Sec. 666. Accumulation distribution allocated to 5 preceding years. 
Sec. 667. Denial of refund to trusts. 
Sec. 668. Treatment of amounts deemed distributed in preceding 
years. 
Sec. 669. Multiple trusts. 
SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. 

(a) Unpistrisutep Net Income.—For purposes of this subpart, 
the term “undistributed net income” for any taxable year means the 
amount by which distributable net income of the trust for such taxable 
year exceeds the sum of— 

(1) the amounts for such taxable year specified in paragraphs 
[(1) and (2)} (1), (2), and (8) of section 661(a); [and] 
[(2) the amount of taxes imposed on the trust.J 
(2) the amount for such taxable year specified in paragraph (4) 
of section 661(a), reduced by any amount disallowed under section 
681; and 


( 3) the amount of taxes imposed on the trust. 
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(b) Accumunation DisrrisutTion.—For purposes of this subpart, 
the term ‘accumulation distribution’’ for any taxable year of the 
trust means the amount (if in excess of $2,000) by which the amounts 
specified in [paragraph (2)] paragraphs (2) and (8) of section 
661 (a) for such taxable year exceed distributable net [income 
reduced ] income, reduced by the amounts specified in paragraph (1) of 
section 661 (a) for such taxable year. For purposes of this subsection, 
the [amount] amounts specified in [paragraph (2)] paragraphs (2) 
and (8) of section 661(a) shall be determined without regard to section 
666 and shall not include— 

(1) amounts properly paid[,] or credited, or required to be 
[distributed to] distributed, to a beneficiary as income accumu- 
lated before the birth of such beneficiary or before such benefici- 
ary attains the age of 21; 

(2) amounts properly paid or credited to a beneficiary to meet 
the emergency hk of such beneficiary ; 

(3) amounts properly paid or credited to a beneficiary wpon a 
specified date or dates, or upon such beneficiary’s attaining a speci- 
fied age or [ages if] ages, if— 

(A) the total number of such distributions cannot exceed 
4 with respect to such beneficiary, 

(B) the period between each such distribution to such 
beneficiary is 4 years or more, and 

(C) as of January 1, 1954, such distributions are required 
by the specific terms of the governing instrument; [and] 

(4) amounts properly paid or credited to a beneficiary as a 
final distribution of the [trust if such final distribution is made 
more than 9 years after the date of the last transfer to such trust.] 
trust, except to the extent that such distribution is attributable to 
property transferred to the trust not more than 9 years before such 
distribution and income attributable to the property so transferred; 

(5) amounts properly paid or credited to a beneficiary as a final 
distribution of a trust by reason of the beneficiary reaching an age 
specified in the governing instrument, if such trust was created by 
will or, immediately before the grantor’s death, was revocable by him 
acting alone; or 

(6) amounts distributed to another trust, but only if such distribu- 
tion— 

(A) under the terms of the governing instrument or applicable 
local law, is required and is not payable solely out of income, 
and 

(B) is not related to the occurrence of an event which causes 
the distributing trust to terminate. 

(c) Taxes Imposep ON THE TRust.—For purposes of this subpart, 
the term ‘‘taxes imposed on the trust”? means the amount of the taxes 
which are imposed for any taxable year on the trust under this chapter 
(without regard to this subpart) and which, under regulations pre- 
scribed by the Secretary or his delegate, are properly allocable to the 
undistributed portion of the distributable net income. The amount 
determined [in] under the preceding sentence shall be reduced by 
any amount of such taxes allowed, under [sections 667 and 668] 
section 668, as a credit to any beneficiary on account of any accumula- 
tion distribution or multiple trust distribution determined for any tax- 
able year. 
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(d) PrecepinGc TAxaBLe Year.—For purposes of this subpart, the 
term “preceding taxable vear’’ does not scitdie any taxable year of 
the trust to which this part does not apply. In the case of a pre- 
ceding taxable year with respect to which a trust qualifies (without 
regard to this subpart) under the provisions of subpart B, for purposes 
of the application of this subpart to such trust for such taxable year, 
such trust shall, in accordance with regulations prescribed by the 
Secretary or his delegate, be treated as a trust to which subpart C 
applies. 

(e) Sprcrat Ruves ror Disrersurions To Oruer Trusts.—For 
purposes of this subpart, in the case of amounts to which subsection (b)(6) 
applies 

(1) such portion of the undistributed net income of the distributing 
trust for its preceding taxable years as corresponds to the portion of 
the trust property required to be distributed to the receiving trust, and 
such portion of the taxes imposed on the trust for such years as 
corresponds to such portion of the undistributed net income, shall be 
deemed undistributed net income of, and taxes imposed on, the 
receiving trust for its corresponding preceding taxable years (whether 
or not the receiwing trust was in existence during such preceding 
taxable years) ; and 

(2) the undistributed net income of, and the taxes imposed on, the 
distributing trust shall be correspondingly reduced. 


SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECED- 
ING YEARS. 

(a) Amount ALLocaTEep.—-In the case of a trust which for a taxable 
year beginning after December 31, 1953, is subject to subpart C, the 
amount of the accumulation distribution of such trust for such taxable 
year shall be deemed to be an amount within the meaning of paragraph 
[(2)] (3) of section 661(a) distributed on the last day of each of the 
5 preceding taxable years to the extent that such amount exceeds the 
total of any undistributed net incomes for any taxable years inter- 
vening between the taxable year with respect to which the accumula- 
tion distribution is determined and such preceding taxable year. 
The amount deemed to be distributed in any such preceding taxable 
year under the preceding sentence shall not exceed the undistributed 
net income of such preceding taxable year. [For purposes of this sub- 
section, undistributed net income for each of such 5 preceding taxable 
years shall be computed without regard to such accumulation distribu- 
tion and without regard to any accumulation distribution determined 
for any succeeding taxable year. ] 

(b) Toran Taxes Deremep Distrisutep.—lIf any portion of an 
accumulation distribution for any taxable year is deemed under sub- 
section (a) to be an amount within the meaning of paragraph [[(2)] 
(3) of section 661 (a) distributed on the last day of any preceding tax- 
able year, and such portion of such accumulation distribution is not 
less than the undistributed net income for such preceding taxable year, 
the trust shall be deemed to have distributed on the last day of such 
preceding taxable year an additional amount within the meaning of 
paragraph [[(2)] (3) of section 661(a). Such additional amount shall 
be equal to the taxes imposed on the trust for such preceding taxable 
year. [For purposes of this subsection, the undistributed net income 
and the taxes imposed on the trust for such preceding taxable year 
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4 
shall be computed without regard to such accumulation distribution 
and without regard to any accumulation distribution determined for 
any succeeding taxable year.] 

(c) Pro Rata Portion or Taxes Dermep Disrrisutep.—If any 
portion of an accumulation distribution for any taxable year is 
deemed under subsection (a) to be an amount within the meaning of 
paragraph [(2)] (8) of section 661(a) distributed on the last day of 
any preceding taxable year and such portion of the accumulation dis- 
tribution is less than the undistributed net income for such preceding 
taxable year, the trust shall be deemed to have distributed on the last 
day of such preceding taxable year an additional amount within the 
meaning of paragraph [(2)] (3) of section 661(a). Such additional 
amount shall be equal to the taxes imposed on the trust for such tax- 
able year multiplied by the ratio of the portion of the accumulation 
distribution to the undistributed net income of the trust for such year. 
[For purposes of this subsection, the undistributed net income and 
the taxes imposed on the trust for such preceding taxable year shall 
be computed without regard to the accumulation distribution and 
without regard to any accumulation distribution determined for any 
succeeding taxable year.] 

(d) Errecr or Disreisvurions 1n Orner TAxABLeE Y £ARS.—For 
purposes of this section, the undistributed net income and the taxes im- 
posed on the trust for any preceding taxable year shall be computed 

(1) without regard to any distribution under this subpart for the 
taxable year and any succeeding taxable year, but 
(2) with regard to any distribution under this subpart for any 
preceding taxable year. 
SEC. 667. DENIAL OF REFUND TO TRUSTS. 

The amount of taxes imposed on the trust under this chapter[,] 
which would not have been payable by the trust for any preceding 
taxable year had the trust in fact made accumulation distributions 
and multiple trust distributions, at the times and in the amounts 
[deemed] determined under section 666, shall not be refunded or 
credited to the trust[[, but shall be allowed as a credit under section 
668(b) against the tax of the beneficiaries who are treated as having 
received the distributions. For purposes of the preceding sentence, 
the amount of taxes which may not be refunded or credited to the 
trust shall be an amount equal to the excess of (1) the taxes imposed 
on the trust for any preceding taxable year (c smeneten without regard 
to the accumulation distribution for the taxable year) over (2) the 
amount of taxes for such preceding taxable year imposed on the 
undistributed portion of distributable net income of the trust for 
such preceding taxable year after the application of this subpart on 
account of the accumulation distribution determined for such taxable 
year J. 

SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRE- 
CEDING YEARS. 

(a) Amounts TREATED AS RECEIVED IN Prion TAXABLE YEARS.— 
The total of the amounts which are treated under section 666 as having 
been distributed by the trust in a preceding taxable year shall be in- 
cluded in the income of a beneficiary or beneficiaries of the trust when 
paid, credited, or required to be distributed to the extent that such 
total would have been included in the income of such beneficiary or 
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beneficiaries [under] ¢f section 662 (a)[(2)](3) and (b) had applied 
and if such total had been paid to such beneficiary or beneficiaries on 
the last day of such preceding taxable year. The portion of such 
total required to be included under the preceding sentence in the in- 
come of any beneficiary shall be [based upon the same ratio as de- 
termined under the second sentence of section 662(a) (2) for the taxable 
year in respect of which the accumulation distribution is determined, 
except that proper adjustment of such ratio shall be made, in accord- 
ance with regulations prescribed by the Secretary or his delegate, for 
amounts which fall within paragraphs (1) through (4) of section 
665(b).] an amount{which bears the same ratio to such total as— 

(1) (A) the aggregate amount paid, credited, or required to be 
distributed to such beneficiary for the taxable year and described in 
paragraph (2) or (8) of section 661(a), reduced by (B) the amount 
of distributable net income for such taxable year allocated to such 
beneficiary under paragraph (2) or (8) of section 662(a), bears to 

(2) (A) all amounts paid, credited, or required to be distributed 
to all beneficiaries for the taxable year and described in paragraph 
(2) or (3) of section 661(a), reduced by (B) the amount of dis- 
tributable net income for such taxable 1 year allocated to all bene- 
ficiaries under paragraph (2) or (8) of section 662(a); 

except that proper adjustment of such ratio shall be made, under regula- 
tions prescribed by the Secretary or his delegate, for amounts which fail 
within paragraphs (1) through (6) of section 665(b). The tax of the 
beneficiaries attributable to the amounts treated as having been 
received on the last day of such preceding taxable year of the trust 
shall not be greater than the aggregate of the taxes attributable to 
those amounts had they been included in the gross income of the 
beneficiaries on such day in accordance with section 662 (a)[[(2)] 
(3) and (b). 

(b) Crepir ror Taxes Par sy Trust.—[The tax imposed on 
beneficiaries under this chapter shall be credited with a pro rata 
portion of the taxes imposed on the trust under this chapter for such 
preceding taxable year which would not have been payable by the 
trust for such preceding taxable year had the trust im fact made 
distributions to such beneficiaries at the times and in the amounts 
specified in section 666.] There shall be allowed as a credit against 
the tax imposed on any beneficiary under this chapter the amount deemed 
distributed to such beneficiary under section 666 (6) or (ec). 

SEC. 669. MULTIPLE TRUSTS. 

(a) Generat Rute.—TIn the case of a trust which, for a taxable year 
ending after the date of the enactment of this Act, makes a multiple trust 
distribution, the treatment of such trust and of the beneficiaries of such 
distribution shall be determined by applying sections 666 and 668 in 
respect of such distribution with the following modifications: 

(1) The term “accumulation distribution” shall be read as “mul- 
tiple trust distribution” 

(2) The term “5 preceding taxable years’’ shall be read as ‘‘10 
preceding taxable years’’. 

(3) Section 662(b) (relating to character of amount in hands of 
beneficiary) shall not apply. 

1) In applying the last sentence of section 668(a) (relating to 
limit on tax on beneficiaries), the term “shall not be greater than”’ 
shall be read as “‘shall be equal to’’. 
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(6) Derrinirions.—For purposes of this subpart— 


( 


Cc 





‘ 


(1) Motripye Trust pisrrisution.—The term “multiple trust 
distribution’ means any section 669 distribution, to the extent paid, 
credited, or required to be distributed to any beneficiary with respect 
to whom— 

(A) part or all of a section 669 distribution from his primary 
trust has been paid, credited, or required to be distributed in a 
taxable year to which this subchapter applied, and 
(B) the trust making such distribution is not his primary 
trust. 
To the extent that any amount is a multiple trust distribution, such 
amount shall not be treated as an accumulation distribution. 

(2) Secrion 669 pisTriBuTION.—The term “section 669 dis- 
tribution” for any taxable year of a trust means the amount by which 
the amounts specified in paragraphs (2) and (8) of section 661 (a) 
(determined without regard to section 666) for such taxable year 
exceed distributable net income, reduced by the amounts specified in 
paragraph (1) of section 661(a) for such taxable year. 

(3) Primary trust.—The term “primary trust’? means, with 
respect to any beneficiary, the trust which meets the following 3 
conditions: 

(A) such trust is one of two or more trusts to which the same 
person contributed property, 
(B) such trust has coexisted at any time with the trust mak- 
ing the section 669 distribution, and 
(C) such trust is the trust which first made a section 669 
distribution to such beneficiary in a taxable year of such trust 
to which this subchapter applied. 
For purposes of subparagraph (C), if the first section 669 distribu- 
tions occur in taxable years ending on the same date, subparagraph 
(C) will be treated as satisfied by the trust making the largest such 
section 669 distribution. 
) Specrat RvutEes.— 

(1) Two OR MORE PERSONS*CONTRIBUTING PROPERTY TO SAME 
rrust.—For purposes of this section, a trust to which two or more 
persons contributed property, whether or not at different times, shall 
be treated as two or more separate trusts. The existence of such 
separate trusts, and the manner of treating them as separate trusts 
for purposes of this section, shall be determined in accordance with 
regulations prescribed by the Secretary or his delegate. 

(2) TRusT WITH BOTH ACCUMULATION DISTRIBUTION AND MULTI- 
PLE TRUST DISTRIBUTION FOR SAME YEAR.—If, for any taxable year 
of a trust, there is both an accumulation distribution and a multiple 
trust distribution with respect to such trust, then (under regulations 
prescribed by the Secretary or his delegate) in applying this section 
and in applying sections 666 and 668 both such distributions shall 
be taken tnto account to the extent and in the manner proper to carry 
out the purposes of this subpart. 

(3) CoMPUTATION OF BENEFICIARY’S TAX IN CERTAIN CASES. 

(A) In Generat.—If a beneficiary cannot establish his 
taxable income for any taxable year described in subparagraph 
(B), then, in applying this section in the case of any multiple 
trust distribution to him, the last sentence of section 668 (a) 

(relating to limit on tax on beneficiaries) shall not apply in 
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respect of such taxable year or in respect of any preceding taz- 
able year. 

(B) APPLICATION OF SUBPARAGRAPH (A).—-A taxable year 
of beneficiaries shall be treated as described in this subparagraph 
if, by reason of this section 

(i) amounts in respect of such taxable year are included 
in his income under section 668(a), and 
(ti) such amounts are treated under section 666 as 
having been distributed by the trust before the fifth taxable 
year preceding the taxable year for which the trust makes 
the multiple trust distribution. 
(d) Disctosvre or Inrormarion.—The Secretary or his delegate may 
require — 
(1) any person who has contributed any property to two or more 
trusts (or his personal representative), 
(2) the trustee of any trust, and 
(3) any beneficiary of any trust, 
to furnish to the Secretary or his delegate such information with respect 
to such trusts as may be necessary to carry out the purposes of this section. 


Subpart E—Grantors [and Others] Treated as Substantial Owners 


Sec. 671. Trust income, deductions, and credits attributable to 
grantors [and others] as substantial owners. 
Sec. 672. Definitions and rules. 
Sec. 673. Reversionary interests. 
Sec. 674. Power to control beneficial enjoyment. 
Sec. 675. Administrative powers. 
Sec. 676. Power to revoke. 
Sec. 677. Income for benefit of grantor. 
[Sec. 678. Person other than grantor treated as substantial owner. ] 
SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE 
TO GRANTORS [AND OTHERS] AS SUBSTANTIAL OWNERS. 
Where it is specified in this subpart that the grantor [or another 
person] shall be treated as the owner of any portion of a trust, there 
shall then be included in computing the taxable income and credits 
of the grantor [or the other person] those items of income, deductions, 
and credits against tax of the trust which are attributable to that 
portion of the trust to the extent that such items would be taken 
into account under this chapter in computing taxable income or 
credits against the tax of [an individual] the grantor, and to that 
extent such items shall not be subject to subparts A through D. Any 
remaining portion of the trust shall be subject to subparts A through 
No items of a trust shall be included in computing the taxable 
income and credits of the grantor [or of any other person] solely on 
the grounds of his dominion and control over the trust under section 61 
(relating to definition of gross income) or any other provision of this 
title, except as specified in this subpart. 
SEC. 672. DEFINITIONS AND RULES. 


(a) Apverse Party.—For purposes of this subpart, the term 
“adverse party”? means any person having a substantial beneficial 
interest in the trust which would be adveriely affected by the exercise 
or nonexercise of the power which he possesses respecting the trust. 
A person having a general power of appointment over the trust 
property shall be deemed to have a beneficial interest in the trust. 
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(b) Nonapverse Party.—For purposes of this subpart, the term 
“nonadverse party’’ means any person who is not an adverse party. 
(c) RELATED oR SupoRDINATE Party.—For purposes of this sub- 
part, the term “related or subordinate party’? means any nonadverse 
party who is— 

(1) the grantor’s spouse if living with the grantor; 

(2) any one of the following: The grantor’s father, mother, 
issue, brother or sister; an employee of the grantor; a corporation 
or any employee of a corporation in which the stock holdings of the 
grantor and the trust are significant from the viewpoint of voting 
control ; a subordinate employee of a corporation in which the 
grantor is an executive. 

For purposes of sections 674 and 675, a related or subordinate party 
shall be presumed to be subservient to the grantor in respect of the 
exercise or nonexercise of the powers conferred on him unless such 
party is shown not to be subservient by a preponderance of the 
evidence. 

(d) Rute Wuere Power Is Sussect To ConpDItTION PRECEDENT. 
A person shall be considered to have a power described in this subpart 
even though the exercise of the power is subject to a precedent giving 
of notice or takes effect only on the expiration of a certain period after 
the exercise of the power. 
SEC. 673. REVERSIONARY INTERESTS. 


(a) GENERAL Rute.—The grantor shall be treated as the owner of 
any portion of a trust in which he has a reversionary interest in either 
the corpus or the income therefrom if, as of the inception of that por- 
tion of the trust, the interest will or may reasonably be expected to 
take effect in possession or enjoyment within 10 years commencing 
with the date of the transfer of that portion of the trust. 

(b) Exception Wuere Income I[s PayasBLe TO CHARITABLE 
BEeNEFICIARInS.—Subsection (a) shal] not apply to the extent that 
the income of a portion of a trust in which the grantor has a rever- 
sionary interest is, under the terms of the trust, irrevocably payable 
for a period of at least 2 years (commencing with the date of the 
transfer) to a designated beneficiary, which beneficiary is of a type 
described in section 170(b)(1)(A)(i), (ii), or (iii). 

(c) Reverstonary Interest Takina Errecrt at DeratTH oF 
Income Benericiary.—The grantor shall not be treated under sub- 
section (a) as the owner of any portion of a trust where his reversion- 
ary interest in such portion is not to take effect in possession or enjoy- 
ment until the death of the person or persons to whom the income 
therefrom is payable. 

(d) PostPONEMENT oF Dats SpeciFiep ror Reacquisition.—Any 
postponement of the date specified for the reacquisition of possession 
or enjoyment of the reversionary interest shall be treated as a new 
transfer in trust commencing with the date on which the postpone- 
ment is effected and terminating with the date prescribed by the 
postponement. However, income for any period shall not be in- 
cluded in the income of the grantor by reason of the preceding sentence 
if such income would not be so includible in the absence of such 
postponement. 
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SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. 

(a) GeneRAL Ruie.—The grantor shall be treated as the owner of 
any portion of a trust in respect of which the beneficial enjoyment of 
the corpus or the income therefrom is subject to a power of disposition, 
exercisable by the grantor or a nonadverse party, or both, without 
the approval or consent of any adverse party. 

(b) Exceptions ror Certain Powrers.—Subsection (a) shall not 
apply to the following powers regardless of by whom held: 

(1) PowWER TO APPLY INCOME TO SUPPORT OF A DEPENDENT.—A 
power described in section 677(b) to the extent that the grantor 
would not be subject to tax under that section. 

(2) PoWER AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER 
EXPIRATION OF 10-YEAR PERIOD.—A power, the exercise of which 
can only affect the beneficial enjoyment of the income for a period 
commencing after the expiration of a period such that a grantor 
would not be treated as the owner under section 673 if the power 
were a reversionary interest; but the grantor may be treated as the 
owner after the expiration of the period unless the power is 
relinquished. 

(3) PowrR EXERCISABLE [ONLY] BY WILL OR BY DEED.— 
[A power exercisable only by will,] A power exercisable— 

(A) by will, or 

(B) by deed where an exercise of the power would be effective 
to change beneficial enjoyment of the corpus or the income there- 
from only after the death of the holder of the power, 

other than a power in the grantor to appoint [by will] the 
income of the trust where the income is accumulated for such 
disposition by the grantor or may be so accumulated in the dis- 
cretion of the grantor or a nonadverse party, or both, without 
the approval or consent of any adverse party. This paragraph 
shall not apply to a power exercisable by deed which does not exclude 
the grantor and his estate as possible appointees. 

(4) PowER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.— 
A power to determine the beneficial enjoyment of the corpus or 
the income therefrom if the corpus or income is irrevocably pay- 
able for a purpose specified in section 170(c) (relating to definition 
of charitable contributions). 

(5) Power TO DISTRIBUTE corPUS.—A power to distribute 
corpus either— 

(A) to or for a beneficiary or beneficiaries or to or for a 
class of beneficiaries (whether or not income beneficiaries) 
provided that the power is limited by a reasonably definite 
standard which is set forth in the trust instrument; or 

(B) to or for any current income beneficiary, provided 
that the distribution of corpus must be chargeable against 
the proportionate share of corpus held in trust for the pay- 
ment of income to the beneficiary as if the corpus constituted 
a separate trust. 

A power does not fall within the powers described in this para- 
graph if any person other than an adverse party has a power [to 
add to] (other than a power which would qualify as an exception 
under paragraph (3)) to change the beneficiary or beneficiaries or 
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[to a] the class of beneficiaries designated to receive the income 
or corpus, except where such action is to provide for after-born 
or after-adopted children or an after-acquired spouse. 

(6) PowER TO WITHHOLD INCOME TEMPORARILY.—A power to 
distribute or apply income to or for any current income bene- 
ficiary or to accumulate the income for him, provided that any 
accumulated income must ultimately be payable— 

[(A) to the beneficiary from whom distribution or applica- 
tion is withheld, to his estate, or to his appointees (or persons 
named as alternate takers in default of appointment) pro- 
vided that such beneficiary possesses a power of appointment 
which does not exclude from the class of possible appointees 
any person other than the beneficiary, his estate, his creditors, 
or the creditors of his estate, or] 

(A) to the beneficiary from whom distribution or application 
is withheld or to his estate, or 

(B) to the beneficiary from whom distribution or application 
is withheld, or if he does not survive a date of distribution which 
could reasonably be expected to occur within his lifetime— 

(t) to his appointees (or alternate takers in default o7 
appointment) under any power of appointment, whether 
or not general (provided no appointment under a power 
other than a general power can be made to the grantor or 
his estate), or 

(tt) if he has no power of appointment, to one or more 
designated alternate takers (other than the grantor or the 
grantor’s estate) whose shares have been irrevocably specified 
wn the trust instrument, or 

(C) to the appointees of the beneficiary from whom distribution 
or application is withheld (or persons named as alternate takers 
in default of appointment) provided that such beneficiary pos- 
sesses a power of appointment which excludes the grantor and 
his estate as a possible appointee, and does not exclude from 
the class of possible appointees any other person other than the 
beneficiary, his estate, his creditors, or the creditors of his 
estate, or 

(B)] (D) on termination of the trust, or in conjunction 
with a distribution of corpus which is augmented by [such] 
the accumulated income, to the current income beneficiaries 
in shares which have been irrevocably specified in the trust 
instrument[.], or if any beneficiary does not survive a date of 
distribution which would reasonably be expected to occur within 
his lifetime— 

(i) to his appointees (or alternate takers in default of 
appointment) under any power of appointment, whether 
or not general (provided no appointment under a power 
other than a general power can be made to the grantor or 
his estate), or 

(it) if he has no power of appointment, to one or more 
designated alternate takers (other than the grantor or the 
grantor’s estate) whose shares have been irrevocably specified 
un the trust instrument. 

[Accumulated income shall be considered so payable although it is 
provided that if any beneficiary does not survive a date of distri- 
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bution which could reasonably have been expected to occur within 
the beneficiary’s lifetime, the share of the deceased beneficiary is 
to be paid to his appointees or to one or more designated alternate 
takers (other than the grantor or the grantor’s estate) whose 
shares have been irrevocably specified.] A power does not fall 
within the powers described in this paragraph if any person 
other than an adverse party has a power [to add to] (other than 
a power which would qualify as an exception under paragraph 
(3)) to change the beneficiary or beneficiaries or [to a] the 
class of beneficiaries designated to receive the income or 
[corpus except] corpus, except where such action is to provide 
for after-born or after-adopted children or an after-acquired spouse. 

(7) PoweER TO WITHHOLD INCOME DURING DISABILITY OF A 

BENEFICIARY.—A power exercisable only during— 
(A) the existence of a legal disability of any current income 
beneficiary, or 
(B) the period during which any income beneficiary shall 
be under the age of 21 years, 
to distribute or apply income to or for such beneficiary or to 
accumulate and add the income to corpus. A power does not fall 
within the powers described in this paragraph if any person 
other than an adverse party has a power [to add to] (other than a 
power which would qualify as an exception under paragraph (3)) 
to change the beneficiary or beneficiaries or [to a] the class of 
beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted 
children or an after-acquired spouse. 

(8) PowgeR TO ALLOCATE BETWEEN CORPUS AND INCOME.—A 
power to allocate receipts and disbursements as between corpus 
and income, even though expressed in broad language. 

(c) Excerrion For CreRTAIN Powers OF INDEPENDENT TRUS- 
TEES.—Subsection (a) shall not apply to a power solely exercisable 
(without the approval or consent of any other person) by a trustee or 
trustees[, none of whom is the grantor, and no more than half of 
whom are related or subordinate parties who are] other than the grantor 
and which is not exercisable without the concurrence of a trustee who is 
not a related or subordinate party subservient to the wishes of the 
grantor — 

(1) to distribute, apportion, or accumulate income to or for a 
beneficiary or beneficiaries, or to, for, or within a class of bene- 
ficiaries; or 

(2) to pay out corpus to or for a beneficiary or [beneficiaries or] 
beneficiaries, or to or for a class of beneficiaries (whether or not 
income beneficiaries). 

A power does not fall within the powers described in this subsection 
if any person other than an adverse party has a power [to add to] 
(other than a power which would qualify as an exception under subsection 
(b)(3)) to change the beneficiary or beneficiaries or [to a] the class of 
beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children 
or an after-acquired spouse. 

(d) Power to ALLocaTEe INcoME IF LimITED By A STANDARD.— 
Subsection (a) shall not apply to a power_solely exercisable’ (without 
the approval or consent of any other person) by a trustee or trustees, 
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[none of whom is] other than the grantor or spouse living with the 
grantor, to distribute, apportion, or accumulate income to or for a 
beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, 
whether or not the conditions of paragraph (6) or (7) of subsection (b) 
are satisfied, if such power is limited by a reasonably definite external 
standard which is set forth in the trust instrument. A power does not 
fall within the powers described in this subsection if any person 
other than an adverse party has a power [to add to] (other than a power 
which would qualify as an exception under subsection (b)(8)) to change 
the beneficiary or beneficiaries or [to a] the class of beneficiaries 
designated to receive the income or [corpus except] corpus, except 
where such action is to provide for after-born or after-adopted children 
or an after-acquired spouse. 


SEC. 675. ADMINISTRATIVE POWERS. 
The grantor shall be treated as the owner of any portion of a trust 
in respect of which— 

(1) PowrR TO DEAL FOR LESS THAN ADEQUATE AND FULL CON- 
SIDERATION.—A power exercisable by the grantor or a nonadverse 
party, or both, without the approval or consent of any adverse 
party enables the grantor or any person to purchase, exchange, or 
otherwise deal with or dispose of the corpus or the income there- 
from for less than an adequate consideration in money or money’s 
worth. 

(2) PowER TO BORROW WITHOUT ADEQUATE INTEREST OR 
sEcuRITY.—A power exercisable by the grantor or a nonadverse 
party, or both, enables the grantor to borrow the corpus or in- 
come, directly or indirectly, without adequate interest or without 
adequate security except w here a trustee (other than the grantor 
acting alone) is uathnriied under a general lending power to 
make loans to any person without regard to interest or security. 

(3) BorRRoOWING OF THE TRUST FUNDS.—The grantor has 
directly or indirectly borrowed the corpus or income and has not 
completely repaid the loan, including any interest, before the 
beginning of the taxable year. The preceding sentence shall not 
apply to a loan which provides for adequate interest and ade- 
quate security, if such loan is made by a trustee other than the 
grantor and other than a related or subordinate trustee subservi- 
ent to the grantor. 

(4) GENERAL POWERS OF ADMINISTRATION.—A power of ad- 
ministration is exercisable in a nonfiduciary capacity by any 
person without the approval or consent of any person in a fiduci- 
ary capacity. For purposes of this paragraph, the term ‘‘power 
of administration” means any one or more of the following 
powers: (A) a power to vote or direct the voting of stock or other 
securities of a corporation in which the holdings of the grantor 
and the trust are significant from the viewpoint of voting control; 
(B) a power to control the investment of the trust funds either 
by directing investments or reinvestments, or by vetoing pro- 
posed investments or reinvestments, to the extent that the trust 
funds consist of stocks or securities of corporations in which the 
holdings of the grantor and the trust are significant from the 

viewpoint of voting control; or (C) a power to reacquire the 
trust corpus by substituting other property of an equivalent 
value. 
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SEC. 676. POWER TO REVOKE. 

(a) GENERAL Ruie.—The grantor shall be treated as the owner of 
any portion of a trust, whether or not he is treated as such owner 
under any other provision of this part, where at any time the power 
to revest in the grantor title to such portion is exercisable by the 
grantor or a nonadverse party, or both. 

(b) Power AFFECTING BENEFICIAL ENsoyMENT ONLY AFTER Ex- 
PIRATION OF 10-YEAR PERIop.—Subsection (a) shall not apply to a 
power the exercise of which can only affect the beneficial enjoyment 
of the income for a period commencing after the expiration of a period 
such that a grantor would not be treated as the owner under section 
673 if the power were a reversionary interest. But the grantor may 
be treated as the owner after expiration of such period unless the 
power is relinquished. 

SEC. 677. INCOME FOR BENEFIT OF GRANTOR. 

(a) GENERAL Rute.—The grantor shall be treated as the owner of 
any portion of a trust, whether or not he is treated as such owner 
under section 674, whose income without the approval or consent of 
any adverse party is, or, in the discretion of the grantor or a nou- 
adverse party, or both, may be— 

(1) distributed to the grantor; 
(2) held or accumulated for future distribution to the grantor; 
or 
(3) applied to the payment of premiums on policies of insurance 
on the life of the grantor (except policies of insurance irrevocably 
payable for a purpose specified in section 170 (c) (relating to defini- 
tion of charitable contributions) ). 
This subsection shall not apply to a power the exercise of which can 
only affect the beneficial enjoyment of the income for a period com- 
mencing after the expiration of a period such that the grantor would 
not be treated as the owner under section 673 if the power were a 
reversionary interest; but the grantor may be treated as the owner 
after the expiration of the period unless the power is relinquished. 

(b) OBLIGATIONS OF SupportT.—Income of a trust shall not be 
considered taxable to the grantor under subsection (a) or any other 
provision of this chapter merely because such income in the discretion 
of another person, the trustee, or the grantor acting as trustee or 
co-trustee, May be applied or distributed for the support or mainte- 
nance of a beneficiary whom the grantor is le gally obligated to sup- 
port or maintain, except to the extent that such income is so applied 
or distributed. In cases where the amounts so applied or distributed 
are paid out of corpus or out of other than income for the taxable year, 
such amounts shall be considered to be an amount paid or credited 
within the meaning of paragraph [[(2)] (3) of section 661(a) and shall 
be taxed to the grantor under section 662. 

(c) Existence or Discretion as ro Income.—For purposes of this 
section, discretion exists— 

(1) to distribute income to the grantor, 

(2) to apply income to the payment of premiums on policies of 
insurance on the life of the grantor, or 

(3) to apply or distribute income for the support and maintenance 
of a beneficiary whom the grantor ts legally obligated to support or 
maintain, 
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even though the terms of the trust specify that the discretion relates only 
to corpus, to the extent that the income of the trust is not required to be 
distributed currently. 


(SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUBSTAN. 
TIAL OWNER. 
[(a) Generat Ruve.—A person other than the grantor shall be 
treated as the owner of any portion of a trust with respect to which: 
[(1) such person has a power exercisable solely by himself to 
vest the corpus or the income therefrom in himself, or 
([[(2) such person has previously partially released or otherwise 
modified such a power and after the release or modification retains 
such control as would, within the principles of sections 671 to 677, 
inclusive, subject a grantor of a trust to treatment as the owner 
thereof. 

[(b) Exception Wuere Grantor Is Taxasie.—Subsection (a) 
shall not apply with respect to a power over income, as originally 
granted or thereafter modified, if the grantor of the trust is otherwise 
treated as the owner under sections 671 to 677, inclusive. 

[(c) OsLIGATIONS OF SuppoRT.—Subsection (a) shall not apply to a 
power which enables such person, in the capacity of trustee or co- 
trustee, merely to apply the income of the trust to the support or 
maintenance of a person whom the holder of the power is obligated to 
support or maintain except to the extent that such income is so applied. 
In cases where the amounts so applied or distributed are paid out of 
corpus or out of other than income of the taxable year, such amounts 
shall be considered to be an amount paid or credited within the 
meaning of paragraph (2) of section 661(a) and shall be taxed to the 
holder of the power under section 662. 

((d) Errect or Renunciation or DisciuatmEer.—Subsection (a) 
shall not apply with respect to a power which has been renounced or 
disclaimed within a reasonable time after the holder of the power first 
became aware of its existence. ] 


Subpart F—Miscellaneous 


Sec. 681. Limitation on charitable deduction. 
Sec. 682. Income of an estate or trust in case of divorce, ete. 
Sec. 683. Applicability of provisions. 


SEC. 681. LIMITATION ON CHARITABLE DEDUCTION. 

(a) TrapE or Business INcome.—In computing the deduction 
allowable under section [[642(c)] 661(a)(4) to a trust, no amount 
otherwise allowable under section [[642(c)] 661(a)(4) as a deduction 
shall be allowed as a deduction with respect to income of the taxable 
year which is allocable to its unrelated business income for such year. 
For purposes of the preceding sentence, the term “unrelated business 
income” means an amount equal to the amount which, if such trust 
were exempt from tax under section 501(a) by reason of section 501 
(c)(3), would be computed as its unrelated business taxable income 
under section 512 (relating to income derived from certain business 
activities and from certain leases). 

(b) Opprations or TRustTs.- 

(1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount 
otherwise allowable under section [642(c) ] 661(a)(4) as a de- 
duction shall not exceed 20 percent of the taxable income of the 
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trust [(computed without the the benefit of section 642(c) but 
with the benefit of section 170(b)(1)(A))] (or 30 percent in the case 
of a beneficiary described in section 170(b)(1)(A)) if the trust 
has engaged in a prohibited transaction, as defined in paragraph 
(2). 
(2) PRoHIBITED TRANSACTIONS.—For purposes of this subsec- 
tion, the term “prohibited transaction” means any transaction 
after July 1, 1950, in which any trust while holding income or 
corpus which has been permanently set aside or is to be used 
exclusively for charitable or other purposes described in section 
[642(c) ] 661 (a) (4)— 

(A) lends any part of such income or corpus, without 
receipt of adequate security and a reasonable rate of interest, 
to; 

(B) pays any compensation from such income or corpus, 
in excess Of a reasonable allowance for salaries or other 
compensation for personal services actually rendered, to; 

(C) makes any part of its services available on a prefer- 
ential basis to; 

(D) uses such income or corpus to make any substantial 
purchase of securities or any other property, for more than 
an adequate consideration in money or money’s worth, from; 

(E) sells any substantial part of the securities or other 
property comprising such income or corpus, for less than an 
adequate consideration in money or money’s worth, to; or 

(F’) engages in any other transaction which results in a 
substantial diversion of such income or corpus to; 

the creator of such trust; any person who has made a substantial 
contribution to such trust; a member of a family (as defined in 
section 267 (c)(4)) of an individual who is the creator of the trust 
or who has made a substantial contribution to the trust; or a cor- 
poration controlled by any such creator or person through the 
ownership, directly or indirectly, of 50 percent or more of the 
total combined voting power of all classes of stock entitled to 
vote or 50 percent or more of the total value of shares of all 
classes of stock of the corporation. 

(3) TAXABLE YEARS AFFECTED.—The amount otherwise allow- 
able under section [[642(c)] 66/(a@)(4) as a deduction shall be 
limited as provided in paragraph (1) only for taxable years after 
the taxable year during which the trust is notified by the Secre- 
tary that it has engaged in such transaction, unless such trust 
entered into such prohibited transaction with the purpose of 
diverting such corpus or income from the purposes described in 
section [642(c)] 661(a)(4), and such transaction involved a sub- 
stantial part of such corpus or income. 

(4) FururE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED 
DEDUCTION UNDER PARAGRAPH (3).—If the deduction of any trust 
under section [642(c)] 667 (a)(4) has been limited as provided in 
this subsection, such trust, with respect to any taxable year 
following the taxable year in which notice is received of limita- 
tion of deduction under section [642(c)] 661(a)(4), may, under 
regulations prescribed by the Secretary or his delegate, file claim 
for the allowance of the unlimited deduction under section 
[[642(c)] 661(a)(4), and if the Secretary, pursuant to such regu- 
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lations, is satisfied that such trust will not knowingly again en- 
gage in a prohibited transaction, the limitation prov ided in para- 
graph (1) shall not apply with respect to taxable years after the 
year in which such claim is filed. 
(5) DisALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUC- 
TIONS.—No gift or bequest for religious, charitable, scientific, 
literary, or educational purposes (including the encouragement 
of art and the prevention of cruelty to children or animals), 
otherwise allow or as a deduction under section 170, 545(b) (2) 
[642 (c)] 661(a)(4), 2055, 2106(a)(2), or 2522, shall ‘be cad 
as a deduction if ae in trust and, in the taxable year of the 
trust in which the gift or bequest is made, the deduction allowed 
the trust under section [[642(c)] 661/(a)(4) is limited by para- 
graph (1). With respect to any taxable year of a trust in which 
such deduction has been so limited by reason of entering into a 
prohibited transaction with the purpose of diverting such corpus 
or income from the purposes described in section [642(c)] 
661(a)(4), and such transaction involved a substantial part of 
such income or corpus, and which taxable year is the same, or 
before the, taxable year of the trust in which such prohibited 
transaction occurred, such deduction shall be disallowed the 
donor only if such donor or (if such donor is an individual) 
any member of his family (as defined in section 267(c)(4)) was 
a party to such prohibited transaction. 
(6) Derinrrion.—-or purposes of this subsection, the term 
“oift or bequest’? means any gift, contribution, bequest, devise, 
or legacy, or any transfer without adequate consideration. 
(c) AccumuLatev INcome.—If the amounts permanently set 
aside, or to be used exclusively for the charitable and other purposes 
described in section [642(c)] 661(@)(4) during the taxable year or 
any prior taxable year and not actually paid out by the end of the 
taxable year 
(1) are unreasonable in amount or duration in order to carry 
out such purposes of the trust; 
(2) are used to a substantial degree for purposes other than 
those prescribed in section [642(c I 661(a)(4); or 
(3) are invested in such a manner as to jeopardize the interests 
of the religious, charitable, scientific, etc., beneficiaries, 
the amount otherwise allowable under section [642(c)] 661(a@)(4) as 
a deduction shall be limited to the amount actually paid out during 
the taxable year and shall not exceed 20 percent of the taxable * 
come of the trust [(computed without NCA benefit of section 642(« 
but with the benefit of section 170(b)(1)(A))] (or 30 percent in the 
case of a beneficiary described in section 700) Cy (A)). Paragraph 
(1) shall not apply to income attributable to property of a decedent 
dying before January 1, 1951, which is transferred under his will to 
a trust created by such will. In the case of a trust created by the will 
of a decedent dying on or after January 1, 1951, if income is required 

be accumulated pursuant to the mandatory terms of the will 
creating the trust, paragraph (1) shall apply only to income accumu- 
lated during a taxable year of she trust beginning more than 21 years 
after the date of death of the last life in bei ing designated in the trust 
instrument. 
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(d) Cross RererENcE.— 


For disallowance of certain charitable, etc., deductions otherwise 
allowable under section [642(c)] 661(a)(4), see section 503(e). 
SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, 
ETC. 

(a) INcLUSION IN Gross INcoME oF Wire.—There shall be included 
in the gross income of a wife who is divorced or legally separated under 
a decree of divorce or of separate maintenance (or who is separated 
from her husband under a written separation agreement) the amount 
of the income of any trust which such wife is entitled to receive and 
which, except for this section, would be includible in the gross income 
of her husband, and such amount shall not, despite any other pro- 
vision of this subtitle, be includible in the gross income of such 
husband. This subsection shall not apply to that part of any such 
income of the trust which the terms of the decree, written separation 
agreement, or trust instrument fix, in terms of an amount of money 
or a portion of such income, as a sum which is payable for the sup- 
port of minor children of such husband. In case such income is less 
than the amount specified in the decree, agreement, or instrument, 
for the purpose of applying the preceding sentence, such income, to 
the extent of such sum payable for such support, shall be considered 
a payment for such support. 

(b) Wire Constperep Aa Benerictary.—For purposes of com- 
puting the taxable income of the estate or trust and the taxable in- 
come of a wife to whom subsection (a) or section 71 applies, such wife 
shall be considered as the beneficiary specified in this part. A 
periodic payment under section 71 to any portion of which this part 
applies shall be included in the gross income of the beneficiary in the 
taxable year in which under this part such portion is required to be 
included. 

(c) Cross REFERENCE.— 


For definitions of ‘‘husband’’ and ‘‘wife’’, as used in this section, see 
section 7701 (a) (17). 


SEC. 683. APPLICABILITY OF PROVISIONS. 

(a) GENERAL Rute.—This part shall apply only to taxable years 
beginning after December 31, 1953, and ending after the date of the 
enactment of this title. 

(b) Excreprions.—In the case of any beneficiary of an estate or 
trust— 

(1) this part shall not apply to any amount paid, credited, or 
to be distributed by the estate or trust in any taxable year of 
such estate or trust to which this part does not apply, and 

(2) the Internal Revenue Code of 1939 shall apply for purposes 
of determining the amount includible in the gross income of the 
beneficiary. 

To the extent that any amount paid, credited, or to be distributed by 
an estate or trust in the first taxable year of such estate or trust to 
which this part applies would be treated, if the Internal Revenue 
Code of 1939 were applicable, as paid, credited, or to be distributed on 
the last day of the preceding taxable year, such amount shall not be 
taken into account for purposes of this part but shall be taken into 
account as provided in the Internal Revenue Code of 1939. 
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PART II—INCOME IN RESPECT OF DECEDENTS 


Sec. 691. Recipients of income in respect of decedents. 
Sec. 692. Income taxes of members of Armed Forces on death. 


SEC. 691. RECIPIENTS OF INCOME IN RESPECT OF DECEDENTS. 
(a) INcLUSION IN Gross INCOoME.— 

(1) GenERAL RULE.—The amount of all items of gross income 
in respect of a decedent which are not properly includible in 
respect of the taxable period in which falls the date of his death or 
a prior period (including the amount of all items of gross income 
in respect of a prior decedent, if the right to receive such amount 
was acquired by reason of the death of the prior decedent or by 
bequest, devise, or inheritance from the prior decedent) shall be 
7 uded in the gross income, for the taxable year when received, 
of: 

(A) the estate of the decedent, if the right to receive the 
amount is acquired by the decedent’s estate from the 
decedent; 

(B) the person who, by reason of the death of the decedent, 
acquires the right to receive the amount, if the right to 
receive the amount is not acquired by the decedent’s estate 
from the decedent; or 

(C) the person who acquires from the decedent the right 
to receive the amount by bequest, devise, or inheritance, if 
the amount is received after a distribution by the decedent’s 
estate of such right. 

(2) INcoME IN CASE OF SALE, ETc.—If a right, described in 
paragraph (1), to receive an amount is transferred by the estate 
of the decedent or a person who received such right by reason of 
the death of the decedent or by bequest, devise, or inheritance 
from the decedent, there shall be included in the gross income of 
the estate or such person, as the case may be, for the taxable 
period in which the transfer occurs, the fair market value of such 
right at the time of such transfer plus the amount by which any 
consideration for the transfer exceeds such fair market value. 
For purposes of this paragraph, the term ‘“‘transfer’’ includes sale, 
exchange, or other disposition, or the satisfaction of an installment 
obligation at other than face value, but does not include trans- 
mission at death to the estate of the decedent or a transfer to a 
person pursuant to the right of such person to receive such 
amount by reason of the death of the decedent or by bequest, 
devise, or inheritance from the decedent. 

(3) CHARACTER OF INCOME DETERMINED BY REFERENCE TO 
DECEDENT.—The right, described in paragraph (1), to receive 
an amount shall be treated, in the hands of the estate of the 
decedent or any person who acquired such right by reason of the 
death of the decedent, or by bequest, devise, or inheritance 
from the decedent, as if it had been acquired by the estate or such 
person in the transaction in which the right to receive the income 
was originally derived and the amount includible in gross income 
under paragraph (1) or (2) shall be considered in the hands of the 
estate or such person to have the character which it would have 
had in the hands of the decedent if the decedent had lived and 
received such amount. 
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(4) INSTALLMENT OBLIGATIONS ACQUIRED FROM DECEDENT.— In 
the case of an installment obligation received by a decedent on 
the sale or other disposition of property, the income from which 
was properly reportable by the decedent on the installment basis 
under section 453, if such obligation is acquired by the decedent’s 
estate from the decedent or by any person by reason of the death 
of the decedent or by bequest, devise, or nheritance from the 
decedent— 

(A) an amount equal to the excess of the face amount of 
such obligation over the basis of the obligation in the hands 
of the decedent (determined under section 453(d)) shall, 
for the purpose of paragraph (1), be considered as an item of 
gross income in respect of the decedent; and 

(B) such obligation shall, for purposes of paragraphs (2) 
and (3), be considered a right to receive an item of gross 
income in réspect of the decedent, but the amount includible 
in gross income under paragraph (2) shall be reduced by an 
amount equal to the basis of the obligation in the hands of 
the decedent (determined under section 453(d)). 

(b) ALLowaANcE or Depuctions AND Crepit.—The amount of any 
deduction specified in section 162, 163, 164, 212, or 611 (relating to 
deductions for expenses, interest, taxes, and depletion) or credit 
specified in section 33 (relating to foreign tax credit), in respect of a 
decedent. which is not properly allowable to the decedent in respect of 
the taxable period in which falls the date of his death, or a prior period, 
shall be allowed: 

(1) EXPENSES, INTEREST, AND TAXES.—lIn the case of a deduc- 
tion specified in section 162, 163, 164, or 212 and a credit specified 
in section 33, in the taxs able vear when paid 

(A) to the estate of the decedent; except that 

(B) if the estate of the decedent is not liable to discharge 
sat obligation to which the deduction or credit relates, to the 
person who, by reason of the death of the decedent or by 
bequest, devise, or inheritance acquires, subject to such 
obligation, from the decedent an interest in property of the 
decedent. 

(2) DerLetion.—In the case of the deduction specified in sec- 
tion 611, to the person described in subsection (a)(1) (A), (B), or 
(C) who, in the manner described therein, receives the income to 
which the deduction relates, in the taxable year when such income 
is received. 

(ec) Depuction ror Estate Tax. 

(1) ALLOWANCE OF DEDUCTION. 

(A) GENERAL RULE.—-A person who includes an amount in 
gross income under subsection (a) shall be allowed, for the 
same taxable year, as a deduction an amount which bears 
the same ratio to the estate tax attributable to the net value 
for estate tax purposes of all the items described in subsection 
(a)(1) as the value for estate tax purposes of the items of gross 
income or portions thereof in respect of which such person in- 
cluded the amount in gross income (or the amount included in 
gross income, whichever is lower) bears to the value for estate 
tax purposes of all the items described in subsection (a)(1). 
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(B) Estates AND T case of an estate or trust, 
the amount allowed as a sienna under subparagraph (A) 
shall be computed by excluding from the gross income of the 
estate or trust the portion (if any) of the items described in 
subsection (a)(1) which is properly paid, credited, or to be 
distributed to the beneficiaries during the taxable y ear. This 
subparagraph shall apply to the same taxable years, and to 
the same extent, as is provided in section 683. 

(2) MerHop OF COMPUTING DEDUCTION.—For purposes of para- 
graph (1)— 

(A) The term “estate tax’? means the tax imposed on the 
estate of the decedent or any prior decedent under section 
2001 or 2101, reduced by the credits against such tax. 

(B) The net value for estate tax purposes of all the items 
described in subsection (a) (1) shall be the excess of the value 
for estate tax purposes of all the items described in subsection 
(a) (1) over the deductions from the gross estate in respect of 
claims which represent the deductions and credit described 
in subsection (b). Such net value shall be determined with 
regard to the provisions of section 421 (d) (6) (B), relating 
to the deduction for estate tax with respect to restricted 
stock options. 

(C) The estate tax attributable to such net value shall be 
an amount equal to the excess of the estate tax over the estate 
tax computed without including in the gross estate such net 
value. 

(d) Amounts RECEIVED BY SURVIVING ANNUITANT UNDER JOINT 
AND Survivor ANNuItTy Conrract.— 

(1) DepvucTION For ESTATE TAX.—For purposes of computing 
the deduction under subsection (c) (1) (A), amounts received by a 
surviving annuitant— 

(A) as an annuity under a joint and survivor annuity 
contract where the decedent annuitant died after December 
31, 1953, and after the annuity starting date (as defined in 
section 72 (c) (4)), and 

(B) during the surviving annuitant’s life expectancy 
period, 

shall, to the extent included in gross income under section 72, be 
considered as amounts included in gross income under subsection 
(a). 

(2) NET VALUE FOR ESTATE TAX PURPOSES.—In determining 
the net value for estate tax purposes under subsection (c)(2)(B) 
for purposes of this subsection, the value for estate tax purposes 
of the items described in paragraph (1) of this subsection shall 
be computed— 

(A) by determining the excess of the value of the annuity 
at the date of the death of the deceased annuitant over the 
total amount excludible from the gross income of the surviv- 
ing annuitant under section 72 during the surviving annui- 
tant’s life expectancy period, and 

(B) by multiplying the figure so obtained by the ratio 
which the value of the annuity for estate tax purposes bears 
to the value of the annuity at the date of the death of the 
deceased. 
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REVISION OF TRUST AND PARTNERSHIP FAX LAWS 137 


(3) Derinttrons.—For purposes of this subsection— 

(A) The term “life expectancy period” means the period 
beginning with the first day of the first period for which an 
amount is received by the surviving annuitant under the 
contract and ending with the close of the taxable year with 
or in which falls the termination of the life expectancy of the 
surviving annuitant. For purposes of this subparagraph, 
the life expectancy of the surviving annuitant shall oe de- 
termined, as of the date of the death of the deceased annui- 
tant, with reference to actuarial tables prescribed by the 
See retary or his delegate. 

(B) The surviving annuitant’s expected return under the 
contract shall be computed, as of the death of the deceased 
annuitant, with reference to actuarial tables prescribed by 
the Secretary or his delegate. 

[(e) Cross RererENcE.— 

[For application of this section to income in respect of a deceased 

partner, see section 753.] 

(e) Cerrain Speciric Roves ror PARTNERS AND PARTNERSHIPS.— 
For purposes of this section, the following are items of gross income in 
respect of a decedent: 

(1) SHARE OF PARTNERSHIP INCOME FOR PORTION OF YEAR 
BEFORE DEATH.—Where the partnership taxable year with respect 
to a deceased partner closes after the date of his death, the amount of 
his distributive share of items of income and gain described in section 
702 (a) or (e) attributable to the portion of such taxable year ending 
on the date of his death. 

(2) Secrion 776(a) AmMounTs.—Any amounts includible under 
section 776(a) (relating to amounts considered as distributive shares 
or guaranteed payments) in the gross income of a successor in interest 
of a deceased partner. 

(3) UNREALIZED RECEIVABLES.—Amounts includible in the gross 
income cf a successor in interest of a deceased partner which are 
attributable to the decedent’s interest in partnership income of the 
type described in section 776(c)(4) (defining unrealized receivables), 
to the extent not so considered under paragraph (2). 

(4) PARTNERSHIP CAPITAL INTEREST RECEIVED FOR SERVICES.— 
The amount required to be taken into account under section 770(a) 
(relating to interest in partnership capital received for services) , deter- 
mined as if section 770(c)(2) applied, where the interest is acquired 
by a successor in interest by reason of death and where the substantial 
restrictions or limitations continue beyond such death. Notwith- 
standing any other provision of this section, such amount shall be 
taken into account for purposes of this section at the time the restric- 
tions or limitations cease to be substantial or the interest is trans- 
ferred (within the meaning of subsection (a)(2) of this section), 
whichever first occurs. 


SEC. 692. INCOME TAXES ON MEMBERS OF ARMED FORCES ON 
DEATH. 

In the case of any individual who dies during an induction period 
(as defined in section 112(c)(5)) while in active service as a member of 
the Armed Forces of the United States, if such death occurred while 
serving in a combat zone (as determined under section 112) or as a 
result of wounds, disease, or injury incurred while so serving— 
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(1) any tax imposed by this subtitle shall not apply with 
respect to the taxable year in which falls the date of his death, 
or with respect to any prior taxable year ending on or after the 
first day he so served in a combat zone after June 24, 1950; 
and 

(2) any tax under this subtitle and under the corresponding 
provisions of prior revenue laws for taxable years preceding those 
specified in paragraph (1) which is unpaid at the date of his 
death (including interest, additions to the tax, and additional 
amounts) shall not be assessed, and if assessed the assessment 
shall be abated, and if collected shall be credited or refunded as 
an Overpayment. 

* * * * * Fs * 


Subchapter K—Partners and Partnerships* 


[Part I. Determination of tax liability. 

[Part ae Contributions, distributions, and transfers. 

{Part IIl. Definitions. 

[Part IV. Effective date for subchapter.] 

Part J. Rules generally applicable to partners and partnerships. 
Part II. Collapsible partnership transactions. 

Part III. Special rules for partners and partnerships. 

Part IV. Definitions. 


[PART I—DETERMINATION OF TAX LIABILITY] 


PART I—RULES GENERALLY APPLICABLE TO PARTNERS 
AND PARTNERSHIPS 


Subpart A. Determination of tax liability. 

Subpart B. Contributions to a partnership. 
Subpart C. Distributions by a partnership. 
Subpart D. Transfers of interests in a partnership. 
Subpart E. Treatment of certain liabilities. 


Subpart A—Determination of Tax Liability 


Sec. 701. Partners, not partnership, subject to tax. 

Sec. 702. Income and credits of partner, 

Sec. 703. Partnership computations. 

Sec. 704. Partner’s distributive share. 

Sec. 705. Determination of basis of partner’s interest. 
Sec. 706. Taxable years of partner and partnership. 

Sec. 707. Transactions between partner and partnership. 
Sec. 708. Continuation of partnership. 


SEC. 701. PARTNERS, NOT PARTNERSHIP, SUBJECT TO TAX. 

A partnership as such shall not be subject to the income tax imposed 
by this chapter. Persons carrying on business as partners shall be 
liable for income tax only in their separate or individual capacities. 
SEC. 702. INCOME AND CREDITS OF PARTNER. 

(a) GeneRAL Rvute.—In determining his income tax, each partner 
shall take into account separately his distributive share of the partner- 
ship’s— 

*Notgr.—In showing the changes made in existing law, the sections of subch. K appear in the order pro- 


ene bill. For table showing the source of each section, see table I in the appendix included in the 
prin 1. 
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(1) gains and losses from sales-er exchanges of capital assets 
held for not more than 6 months, 

(2) gains and losses from sales or exchanges of capital assets 
held for more than 6 months, 

(3) gains and losses from sales or exchanges of property de- 
scribed in section 1231 (relating to certain property used in a 
trade or business and involuntary conversions), 

(4) charitable contributions (as defined in section 170(c)), 

(5) dividends with respect to which there is provided a credit 
under section 34, an exclusion under section 116, or a deduction 
under part VIII of subchapter B, 

(6) taxes, described in section 901, paid or accrued to foreign 
countries and to possessions of the United States, 

(7) partially tax-exempt interest on obligations of the United 
States or on obligations of instrumentalities of the United States 
as described in section 35 or section 242 (but, if the partnership 
elects to amortize the premiums on bonds as provided in section 
171, the amount received on such obligations shall be reduced by 
the reduction provided under section 171(a)(8)), 

(8) other items of income, gain, loss, deduction, or credit, 
to the extent provided by regulations prescribed by the Secre- 
tary or his delegate, and 

(9) taxable income or loss, exclusive of items requiring sep- 
arate computation under other paragraphs of this subsection. 

(b) CHaractTerR oF Items ConstituTING DistrRiBUTIVE SHARE.— 
The character of any item of income, gain, loss, deduction, or credit 
included in a partner’s distributive share under [paragraphs (1) 
through (8) of] subsection (a) or (e)(1)(A) shall be determined 
as if such item were realized or incurred directly by the partner from 
the source from which realized or incurred by the partnership [, or 
incurred in the same manner as incurred by the partnership]. Jn 
making any such determination, due regard shall be given to any busi- 
ness, financial operation, or venture in which the partnership is engaged. 

(c) Gross INCOME oF A PARTNER.—In any case where it is necessary 
to determine the amount of the gross income of a partner for purposes 
of this title, such amount shall include his distributive share of the 
gross income of the partnership; except that for purposes of section 
61(a) (relating to gross income) such amount shall not include payments 
otherwise included in gross income for such purposes by reason of 
section 707(b). 

(d) Limirarions 1n Compurine Taxasie Income, Erc.—If any 
limitation on the amount of the exclusion or deduction of any item of 
income, gain, loss, or deduction affecting the computation of taxable in- 
come, or on the amount of any credit, is expressed in terms of @ fixed 
amount, or a percentage of income, such limitation shall be applied only 
to the partner and not to the partnership. 

(e) Execrion For Stmprtiriep Reportine.— 

(1) In genzerat.—Under regulations prescribed by the Secretary 
or his delegate, if a partnership all the members of which are tndi- 
viduals elects for any taxable year to apply this subsection, then, in 
lieu of subsection (a), in determining his income tax each partner— 

(A) shall take into account separately his distributive share 
of the partnership items referred to in paragraphs (1), (2), (8), 
and (6) of subsection (a), 
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(B) shall take inta-account an amount representing his dis- 
tributive share of all remaining items of income, gain, loss, or 
deduction properly includible or allowable with respect to such 
individual in computing his taxable income, and 

(C) except as provided in subparagraph (A), shall not take 
into account any credit attributable to his distribute share of 
any partnership item. 

(2) APPLICATION OF PARAGRAPH (1)(B).—In determining the 
amount described in paragraph (1)(B)— 

(A) the deductions referred to in section 708(a)(2) shall not 
be allowed, and 

(B) no deduction shall be allowed, and no exclusion shall 
apply, which under any other provision of this title is limited 
to a fixed amount or a percentage of income, 

(3) Time ror exvection, etc.—The election provided by para- 
graph (1) may be made for any partnership taxable year, but only 
af made not later than the time prescribed by law for filing the part- 
nership return for such taxable year (including extensions thereof). 
Any election made under this subsection may not be revoked except 
with the consent of the Secretary or his delegate. 

SEC. 703. PARTNERSHIP COMPUTATIONS. 

(a) Income AND Depuctions.—The taxable income of a partner- 
ship shall be computed in the same manner as in the case of an in- 
dividual, except that— 

(1) the items described in section 702(a) shall be separately 
stated [, and]; 

(2) the following deductions shall not be allowed to the partner- 
ship: 

(A) the standard deduction provided in section 141, 

(B) the deductions for personal exemptions provided in 
section 151, 

(C) the deduction for taxes provided in section 164(a) 
with respect to taxes, described in section 901, paid or 
accrued to foreign countries and to possessions of the United 
States, 

(D) the deduction for charitable contributions provided 
in section 170, 

(E) the net operating loss deduction provided in section 
172, and 

(F) the additional itemized deductions for individuals 
provided in part VII of subchapter B (sec. 211 and follow- 
ing) ; and 

(3) the deduction provided by subsection (b) of this section shall 
be allowed. 

(b) Depucrion or OraanizaATIONAL Expenses or PARTNERSHIP.— 

(1) ALLOWANCE OF DEDUCcTION.—A deduction, taken into account 
in the manner provided in paragraph (2), shall be allowed to the 
partnership for the organizational expenses (as defined in para- 
graph (8)) of the partnership. 

(2) PERIOD FOR WHICH DEDUCTION IS ALLOWABLE.—The deduc- 
tion for organizational expenses of the partnership shall be taken 
into account by the partnership— 

(A) ratably over a period of 60 months beginning with the 
month in which such expenses are paid or accrued, and 
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(B) any organizational expenses not previously deductible by 
the partnership shall be deductible by the partnership for its last 
taxable year. 

(3) DEFINITION OF ORGANIZATIONAL EXPENSES.—For purposes 
of this subsection, the term “organizational expenses”? means an 
expenditure paid or accrued, in a partnership taxable year to whieh 
this subsection applies, which— 

(A) is inerdent to the creation of the partnership, or for the 
preparation of the initial written partnership agreement (but 
not including any revision thereof or substitute therefor), and 

(B) is chargeable to capital account; 

except that such term does not include expenditures paid or accrued 
to obtain capital contributions for such partnership or which are 
incident to the transfer of assets to such partnership. 

[(b)] (c) E.xctions or THE PartNERSHIP.— Any election affecting 
the computation of taxable income derived from a partnership shall 
be made by the partnership, except that the election under section 
901 (relating to taxes of foreign countries and possessions of the United 
States) shall be made by each partner separately. 

SEC. 704. PARTNER’S DISTRIBUTIVE SHARE. 

(a) Errect or PARTNERSHIP AGREEMENT.—A partner’s distribu- 
tive share of income, gain, loss, deduction, or credit shall, except as 
otherwise provided in this section, section 761 (relating to special rules 


for contributed property), and section 762 (relating to family partner- 


ships), be determined by the partnership agreement. 

(b) Distrrsutive SHARE DETERMINED By INCOME oR Loss 
Ratio.— A partner’s distributive share of any item of income, gain, 
loss, deduction, or credit shall be determined in accordance with his 
distributive share of taxable income or loss of the partnershp, as 
described in section 702(a)(9), fer the taxable year, if— 

(1) the partnership agreement does not provide as to the 
partner’s distributive share of such item, or 

(2) the principal purpose of any provision in the partnership 
agreement with respect to the partner’s distributive share of such 
aa is the avoidance or evasion of any tax imposed by this sub- 
title. 

(c) ContrisuteD Proprsrty.—[(1) Genera Rutze—JIn de- 
termining a partner’s distributive share of items described in section 
702(a), depreciation, depletion, or gain or loss with respect to property 
contributed to the partnership by a partner shall, except to the extent 
otherwise provided in [paragraph (2) or (3)] section 761 (relating to 
special rules for contributed property), be allocated among the partners 
in the same manner as if such property had been purchased by the 
partnership. 


[Sec. 704(c)(2).] (See See. 761(a).) 
[Sxc. 704(c)(3).] (See See. 761(b).) 


(d) Limrratrion on ALLOWANCE oF Lossgs.—A partner’s distribu- 
tive share of partnership loss (including capital loss) shall be allowed 
only to the extent of the adjusted basis of such partner’s interest in 
the partnership at the end of the partnership year in which such loss 
occurred, Any excess of such loss over such basis shall be allowed 
as a deduction at the end of the partnership year in which such excess 
is repaid to the partnership. 


45461—-60——-10 
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[Szc. 704(e).] (See Sec. 762.) 
SEC. 705. DETERMINATION OF BASIS OF PARTNER’S INTEREST. 
[(a)] (See Sec. 763.) 


[(b) Atrernative Rute.—The Secretary or his delegate shall 
pararriys by regulations the circumstances under which the adjusted 
asis of a partner’s interest in a partnership may be determined by 
reference to his proportionate share of the adjusted basis of partner- 
ship property upon a termination of the partnership.] 

(a) GeweRAL Rute.—The adjusted basis of a partner’s interest in 
a partnership shall be determ*ned by reference to his proportionate share 
of the adjusted Lasis of partnership property as if there had been a termi- 
nation of the partnership. 

(b) Limirations.—The adjusted basis of a partner’s interest shall not 
be Seems under subsection (a) but shall be determined under section 
763 if— 

(1) the partnership so elects (in accordance with regulations 
prescribed by the Secretary or his delegate), or 

(2) the partner fails to establish to the satisfaction of the Secretary 
or his delegate, if requested to do so in connection with, or subsequent to, 
the examination of his income tax return, that there has been no— 

(A) contribution to the partnership, 

(B) transfer of an interest in the partnership, 

(C) distribution by the partnership, or 

(D) other circumstance, 

which would result in a substantial difference between the basis for 
the partner’s interest computed under this section and his basis as 
computed under section 768. 
Notwithstanding paragraph (2), subsection (a) shall apply if the adjusted 
basis determined under such subsection is further adjusted (as required 
by regulations prescribed by the Secretary or his delegate) in a manner 
which eliminates any such substantial difference. 
SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP. 

(a) Year IN Wuicu PartNnersuip Income Is [NcLuprBLe.—In 
computing the taxable income of a partner for a taxable year, the 
inclusions required by section 702 and [section 707 (c) ] section 707(b) 
with respect to a partnership shall be based on the income, gain, loss, 
deduction, or credit of the partnership for any taxable year of the 
partnership ending within or with the taxable year of the partner. 

(b) ApopTIoN or Cuance or TAXABLE YEAR.— 

(1) PARTNERSHIP’S TAXABLE YEAR.—-The taxable year of a 
partnership shall be determined as though the partnership were 
a taxpayer. [A partnership may not change to, or adopt, a 
taxable year other than that of all its principal partners unless 
it establishes, to the satisfaction of the Secretary or his delegate, 
a business purpose therefor.] A partnership may not— 

(A) adopt a taxable year other than that of all its principal 
partners (except that if all the principal partners do not have 
the same taxable year, the partnership may adopt a calendar 
year), or 

(B) change to a taxable year other than that of all its prin- 
cipal partners, 

unless it establishes, to the satisfaction of the Secretary or his dele- 
gate, a business purpose therefor. 
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(2) PARTNER’S TAXABLE YEAR.—A partner may not change 
[to a taxable year other than that of a partnership in which he 
is a principal partner unless he establishes, to the satisfaction of 
the Secretary or his delegate, a business purpose therefor] his 
taxable year except as provided in section 442. 

(3) PrincipaAL PARTNER.—For [the purpose] purposes of this 
subsection, a principal partner is a partner having an interest of 
5 percent or more in partnership profits or capital. 

(c) CLosiInc oF ParTNERSHIP YEAR.—[(1) GENERAL RULE.—] 
Except in the case of a termination of a partnership and except as 
provided [in paragraph (2) of this subsection] in section 764 (relating 
to the closing of the taxable year of a partnership with respect to a deceased 
partner and with respect to a partner who sells or exchanges an interest 
in the partnership), the taxable year of a partnership shall not close 
as the result of the death of a partner, the entry of a new partner, 
the liquidation of a partner’s interest in the partnership, or the sale 
or Fi rere of a partner’s interest in the partnership. 

(Sec. 706(c)(2).] (See Sec. 764(b).) 

SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP. 

(a) Partner Nor AcrinG rn Capacity Aas PartNer.—If a partner 
engages in a transaction with a partnership other than in his capacity 
as a member of such partnership, the transaction shall, except as 
otherwise provided [in this section] in subsection (b) and in section 
765 (relating to certain sales or exchanges of property with respect to 
controlled partnerships), be considered as occurring between the 
partnership and one who is not a partner. 

[(b)(1)] (See Sec. 765(a), (ce) (3).) 

[ (b) (2) ] (See Sec. 765(b).) 

(13) (See Sec. 765(c) (2).) 

a ) GUARANTEED Payments.—To the extent determined 
without regard to the income of the partnership, payments to a partner 
for services or the use of capital shall be considered as made to one 
who is not a member of the partnership, but only for [the] purposes of 
section 61(a) (relating to gross income) and section 162(a) (relating to 
trade or business expenses). 

SEC. 708. CONTINUATION OF PARTNERSHIP. 

(a) GENERAL Rute.—For purposes of this subchapter, an existing 
partnership shall be considered as continuing if it is not terminated. 

(b) TeRMINATION.— 

(1) GENERAL RULE.—For purposes of subsection (a), a part- 
nership shall be considered as terminated only if— 

(A) no part of any business, financial operation, or 
venture of the partnership continues to be carried on by any 
of its partners in a partnership, or 

(B) within a 12-month period there [is a sale or exchange 
of] are sales and exchanges which aggregate 50 percent or more 
of the total interest in partnership capital and profits. 

For purposes of subparagraph (B), there shall not be treated as a sale 

or exchange any sale to or exchange with a person who, on the date of 

such sale or exchange, has been a member of the partnership for a 
ertod of 12 months or more. 

(2)(A)] (See Sec. 766(a).) 

(2)(B)] (See Sec. 766(b).) 
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(2) Cross Rererence.— 


For special rules to be applied in the case of mergers or consoli- 
dations and divisions of partnerships, see section 766. 


[PART II—CONTRIBUTIONS, DISTRIBUTIONS. AND 
TRANSFERS 


[Subpart A—Contributions to a partnership. 

{Subpart B—Distributions by a partnership. 

Peubbart C—Transfers of interests in a partnership. 
Subpart D—Provisions common to other subparts. J] 


Subpart [A] B—Contributions to a Partnership 


Sec. 721. Nonrecognition of gain or loss on contribution. 
Sec. 722. Basis of contributing partner’s interest. 
Sec. 723. Basis of property contributed to partnership. 
SEC. 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION. 

(a) Generat Rute.—No gain or loss shall be recognized to a 
partnership or to any of its partners in the case of a contribution of 
property to the partnership in exchange for an interest in the partner- 
ship. 

(6) Cross Rererence.— 

For provision relating to interest in partnership capital ex- 
changed for services, see section 770. 
SEC. 722. BASIS OF CONTRIBUTING PARTNER’S INTEREST. 

The basis of an interest in a partnership acquired by a contribution 
of property, including money, to the partnership shall be the amount 
of such money and the adjusted basis of such property to the con- 
tributing partner at the time of the contribution. The basis of an 
interest in a partnership acquired in exchange for the performance of 
services for the partnership shall be the amount deemed to be a contribu- 
tion to the partnership under section 770 (a). 

SEC. 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP. 

The basis of property contributed to a partnership by a partner 
shall be the adjusted basis of such property to the contributing partner 
at the time of the contribution. 


Subpart [B] C—-Distributions by a Partnership 


Sec. 731. Extent of recognition of gain or loss on distribution. 
Sec. 732. Basis of distributed property other than money. 
Sec. 733. Basis of distributee partner’s interest. 
Sec. 734. [Optional adjustment to basis] Basis of undistributed 
partnership property. 
[Sec. 735. Character of gain or loss on disposition of distributed prop- 


erty. 
(Sec. 736. Payments to a retiring partner or a deceased partner’s 
successor in interest. ] 
Sec. 735. Character of gain or loss on disposition of distributed section 761 
ossets. 
Sec. 736. Holding persod for distributed property. 
SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON DISTRI- 
BUTION. 
(a) PartNners.—In the case of a distribution by a partnership to 
a partner— 
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(1) gain shall not be recognized to such partner, except to the 
extent that any money distributed exceeds the adjusted basis of 
such partner’s interest in the partnership immediately before the 
distribution, and 

(2) loss shall not be recognized to such partner, except that 
upon a distribution in liquidation of a partner’s interest in a 
partnership where no property other than [that described in 
subparagraph (A) or (B)] money and section 751 assets is dis- 
tributed to such partner, loss shall be recognized to the extent 
of the excess of the adjusted basis of such partner’s interest in 
the partnership over the sum of 

(A) any money distributed, and 
(B) the basis to the distributee, as determined under 
section 732, of any [unrealized receivables (as defined in 
section 751(c)) and imventory (as defined in section 751 
(d)(2))] section 751 assets. 
Any gain or loss recognized under this subsection shall be considered 
as gain or loss from the sale or exchange of the partnership interest 
of the distributee partner. 

(b) Parrnersuips.—No gain or loss shall be recognized to a part- 
nership on a distribution to a partner of property, including money. 

[(c) Exceprions.—This section shall not apply to the extent 
otherwise provided by section 736 (relating to payments to a retiring 
partner or a deceased partner’s successor in interest) and section 
751 (relating to unrealized receivables and inventory items) .] 

(ec) Excerrions.—This section shall not apply to the extent otherwise 
provided by section 750 (relating to distributions of certain section 751 
assets) and section 776 (relating to amounts paid to a retiring partner or 
a deceased partner’s suecessor in interest). 

SEC. 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY. 

(a) DisrrisutTions Oruer THAN IN LIQUIDATION OF A PARTNER’S 
INTEREST.- 

(1) GENERAL RULE.—The basis of property (other than money) 
distributed by a partnership to a partner other than in liquidation 
of the partner’s interest shall, except as provided in paragraph 
(2), be its adjusted basis to the partnership immediately before 
such distribution. 

(2) Limrration..-The basis to the distributee partner of 
property to which paragraph (1) is applicable shall not exceed 
the adjusted basis of such partner’s interest in the partnership 
reduced by any money distributed in the same transaction. 

(b) DistriputTions 1n Liquipation.—The basis of property (other 
than money) distributed by a partnership to a partner in liquidation 
of the partner’s interest shall be an amount equal to the adjusted 
basis of such partner’s interest in the partnership reduced by any 
money distributed in the same transaction. 

(c) ALLocatTion oF Basis.—-The basis of distributed properties to 
which subsection (a)(2) or subsection (b) is applicable shall be 
allocated— 

(1) first to any [unrealized receivables (as defined in section 
751(c)) and inventory items (as defined in section 751(d)(2))J 
section 751 assets in an amount equal to the adjusted basis of each 
such property to the partnership (or if the basis to be allocated 








146 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


is less than the sum of the adjusted bases of such properties to 
the partnership, in proportion to such bases), and 

(2) to the extent of any remaining basis, to any other distrib- 
uted properties in proportion to their adjusted bases to the 
partnership. 

FS (See Sec. 784.) 

(e)] (d) Exceprion.—This section shall not apply to the extent 
that a distribution is treated as a sale or exchange of property under 
[section 751(b) (relating to unrealized receivables and inventory 
items) ] section 750 (relating to distributions of certain section 751 assets). 
SEC. 733. BASIS OF DISTRIBUTEE PARTNER’S INTEREST. 

In the case of a distribution by a partnership to a partner other than 
in liquidation of a partner’s interest, the adjusted basis to such partner 
of his interest in the partnership shall be reduced (but not below zero) 
by— 

(1) the amount of any money distributed to such partner, and 
(2) the amount of the basis to such partner of distributed prop- 
erty other than money, as determined under section 732. 


SEC. 734. [OPTIONAL ADJUSTMENT TO] BASIS OF UNDISTRIBUTED 
PARTNERSHIP PROPERTY. 

[(a) GenerAL Rute.—] The basis of partnership property shall 
not be adjusted as the result of a distribution of property to a partner, 
unless the election[,] provided [in section 754] by section 780(1) 
(relating to optional adjustment to basis of partnership property)[,] 
is in effect with respect to such partnership. 

[(b)] (See Sec. 781(a).) 

[(c)] (See Sec. 781(b).) 

SEC. 735. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DIS- 
TRIBUTED [PROPERTY] SECTION 751 ASSETS. 

[(a) Sate orn Excuance or Certain Distrrputep PROPERTY. 

[(1) UnreALizep RECEIVABLES.—Gain or loss on the disposi- 
tion by a distributee partner of unrealized receivables (as defined 
in section 751(c)) distributed by a partnership, shall be consid- 
ered gain or loss from the sale or exchange of property other than 
a capital asset. 

[(2) INventTory 1Tems.—Gain or loss on the sale or exchange 
by a distributee partner of inventory items (as defined in sec- 
tion 751(d)(2)) distributed by a partnership shall, if sold or ex- 
changed within 5 years from the date of the distribution, be con- 
sidered gain or loss from the sale or exchange of property other 
than a capital asset. J 

Gain or loss on the disposition by a distributee partner (or by a person 
whose basis for any property received from such distributee partner is 
determined in whole or in part by reference to the basis of such property 
in the hands of such distributee partner) of section 751 assets shall be 
considered gain or loss from the sale or exchange of property other than 
a capital asset. 

SEC. 736. HOLDING PERIOD FOR DISTRIBUTED PROPERTY. 

[Sec. 735. (b) Hotpine Periop ror Distrisutep Property.—] 
In determining the period for which a partner has held property re- 
ceived in a distribution from a partnership [(other than for purposes 
of subsection (a)(2))], there shall be included the holding period of 
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the partnership, as determined under section 1223, with respect to 
such property. 

[Src. 736(a)] (See Sec. 776(a).) 

[Src. 736(b)] (See Sec. 776(b).) 


Subpart [C] D—Transfers of Interests in a Partnership 


Sec. 741. Recognition and character of gain or loss on sale or exchange. 
Sec. 742. Basis of transferee partner’s interest. 
Sec. 743. [Optional adjustment to basis] Basis of partnership property. 
SEC. 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON 
SALE OR EXCHANGE, 

In the case of a sale or exchange of an interest in a partnership, 
gain or loss shall be recognized to the transferor partner. Such gain 
or loss shall be considered as gain or loss from the sale or exchange of 
a capital asset, except as otherwise provided [in section 751 (relating 
to unrealized receivables and inventory items which have appreciated 
substantially in value) ] by section 749 (relating to sales or exchanges of 
interests in partnerships resulting in ordinary income). 

SEC. 742. BASIS OF TRANSFEREE PARTNER’S INTEREST. 

The basis of an interest in a partnership acquired other than by 
contribution shall be determined under part If of subchapter O (sec. 
1011 and following). 


SEC. 743. [OPTIONAL ADJUSTMENT TO] BASIS OF PARTNERSHIP 
PROPERTY. 

[(a) Generat Rutze.—] The basis of partnership property shall 
not be adjusted as the result of a transfer of an interest in a partner- 
ship by sale or exchange or on the death of a partner, unless the elec- 
tion provided by [section 754] section 780(2) (relating to optional 
adjustment to basis of partnership property for transfers of partnership 
interests) is in effect with respect to such partnership. 

(b)]J (See Sec. 782(a).) 
(c)] (See See. 782(b).) 


~J 


vu 


[Subpart D—Provisions Common to Other Subparts 
Unrealized receivables and inventory items. 


Sec. 751. 
Sec. 752. Treatment of certain liabilities. 
Sec. 753. Partner réceiving income in respect of decedent. 
[Sec. 754. Manner of electing optional adjustment to basis of partner- 
ship property. 
[Sec. 755. Rules for allocation of basis. ] 


~ 
CIor1ote 


~I 


Subpart E—Treatment of Certain Liabilities 


Sec. [752] 746. Treatment of certain liabilities. 
SEC. [752] 746. TREATMENT OF CERTAIN LIABILITIES. 

(a) INcREASE IN PaRTNER’s LIABILITIES.—Any increase in a part- 
ner’s share of the liabilities of a partnership, or any increase in a part- 
ner’s individual liabilities by reason of the assumption by such partner 
of partnership liabilities, shall be considered as a contribution of 
money by such partner to the partnership. 

(b) Decrease 1n PartNer’s Liapriities.—Any decrease in a part- 
ner’s share of the liabilities of a partnership, or any decrease in a part- 
ner’s individual liabilities by reason of the assumption by the partner- 
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ship of such individual liabilities, shall be considered as a distribution 
of money to the partner by the partnership. 

(c) Liasmiry to Wuicu Property Is Sussecr.—For the purposes 
of this section, a liability to which property is subject shall, to the 
extent of the fair market value of such property, be considered as a 
liability of the owner of the property. 

(d) Sate on ExcHANGE oF AN INTEREST.—In the case of a sale or 
exchange of an interest in a partnership, liabilities shall be treated 
in the same manner as liabilities in connection with the sale or exchange 
of property not associated with partnerships. 


PART II—COLLAPSIBLE PARTNERSHIP TRANSACTIONS 


Sec. 749. Sales and exchanges of interests in partnerships which result in 
ordinary income, 

Sec. 760. Distributions which result in ordinary income. 

Sec. 751. Definition of section 751 assets and substantially appreciated 
section 751 assets. 


[SEC. 751. UNREALIZED RECEIVABLES AND INVENTORY ITEMS. 

[(a) Sate or ExcHANGE oF INTEREST IN PARTNERSHIP.—The 
amount of any money, or the fair market value of any property, 
received by a transferor partner in exchange for all or a part of his 
interest in the partnership attributable to— 

[(1) unrealized receivables of the partnership, or 
{(2) inventory items of the partnership which have appre- 
ciated substantially in value, 
shall be considered as an amount realized from the sale or exchange 
of property other than a capital asset.] 
SEC. 749. SALES AND EXCHANGES OF INTERESTS IN PARTNERSHIPS 

WHICH RESULT IN ORDINARY INCOME. 

The amount of any money, and the fair market value of any property 
other than money, received by a transferor partner in exchange for all 
or a part of his interest in a partnership, to the extent attributable to sub- 
stantially appreciated section 751 assets, shall be considered as an amount 
realized from the sale or exchange of property other than a capital asset. 
Any gain attributable to such assets shall be reduced (but not below zero) 
by any section 751(b) loss in the same transaction. This section shall 
apply without regard to whether there is gain or loss on the sale or exchange 
of the partnership interest. 

[Sec. 751. (b) Certain Distriputions TREATED AS SALES OR 
ExXCHANGES.— 

[(1) GeneraL RvuLE.—To the extent a partner receives in a 
distribution— 

{(A) partnership property described in subsection (a) (1) 
or (2) in exchange for all or a part of his interest in other 
partnership property (including money), or 

[(B) partnership property (including money) other than 
property described in subsection (a) (1) or (2) in exchange 
for all or a part of his interest in partnership property 
described in subsection (a) (1) or (2), 

such transactions shall, under regulations prescribed by the Secretary 
or his delegate, be considered as a sale or exchange of such property 
between the distributee and the partnership (as constituted after the 
distribution). 
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[(2) Excrptions.—Paragraph (1) shall not apply to— 
[(A) a distribution of property which the distributee con- 
tributed to the partnership, or 
[(B) payments, described in section 736(a), to a retiring 
partner or successor in interest of a deceased partner. ] 
SEC. 750. DISTRIBUTIONS WHICH RESULT IN ORDINARY INCOME. 

(a) Certain Disreisorions Trearep As SALES on ExcuanGes.— 
To the extent a partner receives in a distribution— 

(1) partnership property which is substantially appreciated sec- 
tion 751 assets in exchange for all or part of his interest in other 
partnership property (including money), or 

(2) partnership property (including money) other than substan- 
tially appreciated section 751 assets in exchange jr all or a part of 
his interest in partnership property which is substantially appreei- 
ated section 751 assets, 

such transactions shall, under regulations prescribed by the Secretary or 
his delegate, be considered as a sale or exchange of such property between 
the distributee and the partnership (as constituted after the distribution). 
Any gain recognized to the distributee partner, or to the partnership (as 
constituted after the distribution), as the case may be, which is attributable 
to substantially appreciated section 751 assets shall be reduced (but not 
below zero) by any section 751(b) loss in the same transaction. 

(b) Excerrions.—Subsection (a) shall not apply to— 

(1) a distribution of property which the distributee contributed to 
the partnership, 

(2) payments, described in section 776(a), to a retiring partner 
or successor in interest of a deceased partner, or 

(3) a distribution of the partner’s distributive share of the partner- 
ship income for the current year (including drawings and advances). 

(Sec. 751. (ec) UNreatizep Recetvanies.—For purposes of this 
subchapter, the term ‘‘unrealized receivables” includes, to the extent 
not previously includible in income under the method of accounting 
used by the partnership, any rights (contractual or otherwise) to 
payment for— 

[(1) goods delivered, or to be delivered, to the extent the 
proceeds therefrom would be treated as amounts received from 
the sale or exchange of property other than a capital asset, or 

[(2) services rendered, or to be rendered.] 

[Sec. 751(d)(1).J] (See Sec. 751(d).) 

[Sec. 751. (d) (2) INveNnToRY 1rems.—For purposes of this 
subchapter the term “inventory items” means— 

TA) property of the partnership of the kind described in 
section 1221(1), 

((B) any other property of the partnership which, on sale 
or exchange by the partnership, would be considered prop- 
erty other than a capital asset and other than property 
described in section 1231, and 

[(C) any other property held by the partnership which, if 
held by the selling or distributee partner, would be con- 
sidered property of the type described in subparagraph (A) 
or (B).] 
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SEC. 751. DEFINITIONS OF SECTION 751 ASSETS AND SUBSTAN. 
TIALLY APPRECIATED SECTION 751 ASSETS. 

(a) Secrion 751 Assers.—For purposes of this subchapter, the term 
“section 751 assets” means all property of the partnership except— 

(1) capital assets, 

(2) property the gain on the sale or exchange of which would be 
treated as gain from the sale of a capital asset held for more than 6 
months, and 

(3) property described in section 1231(b). 

(6) Seerron 751(b) Loss.—For purposes of sections 749 and 760, 
the term ‘‘section 751(b) loss’? means the amount of any net loss which 
would result from the separate application of section 1231 with respect 
to all partnership property treated as sold or exchanged, if all such prop- 
erty were sold at its fair market value. In applying this subsection for 
purposes of section 750, separate determinations shall be made for the 
distributee partner and for the partnership (as constituted after the 
distribution). 

(c) Routes FoR THE APPLICATION OF SUBSECTIONS (a) AND (6). 

(1) CHaracrer or Properry.—For purposes of subsections (a) 
and (b), the character of any property shall be determined at the 
time of the sale or exchange of the interest (or at the time of distribu- 
tion) as tf all property treated as sold or exchanged were sold directly 
by the person (or persons) relinquishing an interest in the property 
(giving due regard to any business, financial operation, or venture 
in which the partnership is engaged) and as if all such property 
had been sold to one person in one transaction. 

(2) PRopERTY HELD FOR NOT MORE THAN 6 MONTHS.—For pur- 
poses of subsections (a) and (6), all property of the partnership 
shall be deemed to have been held for more than 6 months (or for 
12 months or more in the case of livestock described in section 
1231(b)(3)) whether or not so held. 

(d) [Inventory Items Wuicu Have APPRECIATED SUBSTANTIALLY 
IN VALUER] Supsranriatty Appreciarep Secrion 751 Assers.— 
[(1) SuBsTaNTIAL APPRECIATION.—Inventory items of the partner- 
ship shall be considered to have appreciated substantially in value] 
Section 751 assets shall be considered to be substantially appreciated 
section 751 assets if their fair market value exceeds— 

[(A)] (1) 120 percent of the adjusted basis to the partnership 
of [such property] the section 751 assets, and 

[(B)] (2) 10 percent of the fair market value of all partnership 
property, other than money, reduced by the liabilities of the 
partnership. 

[Sec. 753.] (See Sec. 777.) 

[Sec. 754.] (See Sec. 780.) 

755.] (See Sec. 783.) 


[Sec. 
PART III—SPECIAL RULES FOR PARTNERS AND 
PARTNERSHIPS 


Subpart A. Special rules in determining tax liability. 

Subpart B. Interest in partnership capital exchanged for services. 

Subpart C. Termination of retiring or deceased partner’s interest. 

Subpart D. Election of optional adjusiments to basis of partnership 
property. 
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Subpart A—Special Rules in Determining Tax Liability 


Sec. 761. Special rules for contributed property. 

Sec. 762. Family partnerships. 

Sec. 768. Alternative rule for determination of basis of partner’s interest. 

Sec. 764. Closing of partnership taxable year for deceased partner or 
partner who sells or exchanges part or all of interest. 

Sec. 765. Certain sales or exchanges of property with respect to controlled 
partnerships. 


Sec. 766. Continuing partnership in mergers or consolidations and 
divisions. 
SEC. 761. SPECIAL RULES FOR CONTRIBUTED PROPERTY. 

[Sec. 704(c)(2)] (a) Errecr or PartNersuip AGREEMENT.—If the 
partnership agreement so provides, depreciation, depletion, or gain or 
loss with respect to property contributed to the partnership by a 
partner shall, under regulations prescribed by the Secretary or his 
delegate, be shared among the partners so as to take account of the 
variation between the basis of the property to the partnership and its 
fair market value at the time of contribution. 

[Sxc. 704(c)(3)] (6) Unpivipep IntTrerxests.—If the partnership 
agreement does not provide otherwise, depreciation, depletion, or 
gain or loss with respect to undivided interests in property contributed 
to a partnership shall be determined as though such undivided interests 
had not been contributed to the partnership. This [paragraph] sub- 
section shall apply only if all the partners had undivided interests in 
such property prior to contribution and their interests in the capital 
and profits of the partnership correspond with such undivided interests. 

(c) Cross RererEncE.— 

For general rule for the treatment of depreciation, depletion, 
or gain or loss on contributed property, see section 704(c). 
[SEC. 704(e)] SEC. 762. FAMILY PARTNERSHIPS. 

[(1)] (@) Recoenition or IntTEREST CREATED BY PURCHASE 
or Girr.—A person shall be recognized as a partner for purposes of 
this subtitle if he owns a capital interest in a partnership in which 
capital is a material income-producing factor, whether or not such 
interest was derived by purchase or gift from any other persons. 

[(2)] (6) Distrisutive SHare or DonzE INCLUDIBLE IN Gross 
IncomE.—In the case of any partnership interest created by gift, 
the distributive share of the donee under the partnership agreement 
shall be includible in his gross income, except to the extent that such 
share is determined without allowance of reasonable compensation 
for services rendered to the partnership by the donor, and except to 
the extent that the portion of such share attributable to donated 
capital is proportionately greater than the share of the donor attrib- 
utable to the donor’s capital. The distributive share of a partner in 
the earnings of the partnership shall not be diminished because of 
absence due to military service. 

[(3)] (c) Purcuase or Interest By MemBer or Famity.—For 
purposes of this section, an interest purchased by one member of a 
family from another shall be considered to be created by gift from the 
seller, and the fair market value of the purchased interest shall be 
considered to be donated capital. The “family” of any individual 
shall include only his spouse, ancestors, and lineal descendants, and 
any trusts for the primary benefit of such persons. 








152 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


SEC. [705] 763. ALTERNATIVE RULE FOR DETERMINATION OF 
BASIS OF PARTNER’S INTEREST. 

[(a) GENERAL RULE. ~The »] Jf section 705(a) is not applicable, the 
adjusted basis of a partner’s interest in a partnership shall [, exce pt 
as provided in subsection (b),] be the basis of such interest deter- 
mined under section 722 (relating to contributions to a partnership) 
or section 742 (relating to transfers of partnership interests) 

(1) increased by the sum of his distributive share for the tax- 
able year and prior taxable years of 
(A) taxable income of the partnership as determined unde: 
section 703 (a), 
(B) income of the partnership exempt from tax under this 
title, and 
(C) the excess of the deductions for depletion over the 
basis of the property subject to ee and 
(2) decreased (but not below zero) by Seen by the 
partnership as provided in section 733 and by the sum of his 
distributive share for the taxable year and prior taxable years 
of— 
(A) losses of the partnership, and 
(B) expenditures of the partnership not deductible in 
computing its taxable income and not properly chargeable to 
capital account. 

[(b)] (See Sec. 705(a).) 

SEC. 764. CLOSING OF PARTNERSHIP TAXABLE YEAR FOR DE- 


CEASED PARTNER OR PARTNER WHO SELLS OR EX- 
CHANGES PART OR ALL OF INTEREST. 


(a) Deatn or Parrner.—The taxable year of a partnership shall 
close with respect to a deceased partner as of the date of death of such 
partner, unless his successor in interest files an election not to close 
the taxable year of the partnership with respect to such partner as of such 
date. Such election shall be filed in accordance with regulations pre- 
scribed by the Secretary or his delegate. In the event such election is 
filed, the taxable year of the partnership shall close with respect to such 
deceased partner as of whichever of the following is first to occur 

(1) the close of the partnership taxable year, 

(2) the date of the first sale, exchange, or reduction, occurring 
after his death of any part of the interest of the deceased partner, or 

(3) the day following the death of sue h partner af any part of 
the interest of such partner is sold, cadena d, or reduced at death 
by reason of an agreement which is operatwe on the death of such 
partner. 

[Sec. 706(c)(2). PARTNER WHO RETIRES OR SELLS INTEREST IN 
PARTNERSHIP.—] (6) Sate or Liquipation or INTEREST OF A 
PARTNER. 

[(A)] (1) Disposition or entire INTEREST.—[The] Except 
as provided in subsection (a), the taxable year of a partnership 
shall close 

[(i)] (A) with respect to a partner who sells or exchanges 
his entire interest in a partnership, and 

[(ii)J (B) with respect to a partner whose interest is 
liquidated [[, except that the taxable year of a partnership 
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with respect to a partner who dies shall not close prior to the 
end of the partnership’s taxable year]. 
Such partner’s distributive share of items described in section 
702 (a) or (e) for such year shall be determined, under regulations 
prescribed by the Secretary or his delegate, for the period ending 
with such sale, exchange, or liquidation. 

[(B)] (2) Disposition oF LESS THAN ENTIRE INTEREST.— 
[The] Except as provided in subsection (a), the taxable year of a 
partnership shall not close (other than at the end of a partner- 
ship’s taxable year [as determined under subsection (b) (1)]) 
with respect to a partner who sells or exchanges less than his 
entire interest in the partnership or with respect to a partner 
whose interest is reduced, but such partner’s distributive share 
of items described in section 702 (a) or (e) shall be determined 
by taking into account his varying interests in the partnership 
during the taxable year. 

(c) Cross REFERENCE. 
For general rule for the closing of a partnership taxable 
year, see section 706(c). 
SEC. 765. CERTAIN SALES OR EXCHANGES OF PROPERTY WITH 
RESPECT TO CONTROLLED PARTNERSHIPS. 
(Sec. 707. (b) Certain Sates orn ExcHaNnces oF PROPERTY 
Wir Respect To ControtLeD PARTNERSHIPS.— 

[(1) Losses pisALLowep.—No deduction shall be allowed in 
respect of losses from sales or exchanges of property (other than an 
interest in the partnership), directly or indirectly, between— 

[(A) a partnership and a partner owning, directly or in- 
directly, more than 50 percent of the apital interest, or the 
profits interest, in such partnership, or 

[(B) two partnerships in which the same persons own, 
directly or indirectly, more than 50 percent of the capital 
interests or profits interests. 

In the case of a subsequent sale or exchange by a transferee de- 
scribed in this paragraph, section 267(d) shall be applicable as if 
the loss were disallowed under section 267 (a) (1). 

[(2) GaIns TREATED AS ORDINARY INCOME.—In the case of a 
sale or exchange, directly or indirectly, of property, which in the 
hands of the transferee, is property other than a capital asset as 
defined in section 1221 

[(A) between a partnership and a partner owning, directly 
or indirectly, more than 80 percent of the capital interest, or 
profits interest, in such partnership, or 

[(B) between two partnerships in which the same persons 
own, directly or indirectly, more than 80 percent of the 

capital interests or profits interests, 
any gain recognized shall be considered as gain from the sale or 
exchange of property other than a capital asset. 

[(3) OwNersHIP OF A CAPITAL OR PROFITS INTEREST.—For 
purposes of paragraphs (1) and (2) of this subsection, the owner- 
ship of a capital or profits interest in a partnership shall be 
determined in accordance with the rules for constructive owner- 
ship of stock provided in section 267(c) other than paragraph (3) 
of such section.] 
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(a) Losses DisattowEp.—No deduction shall be allowed in respect 
of losses from sales or exchanges of property (other than an interest in the 
partnership), directly or indirectly, between— 

(1) a person and a partnership in which more than 50 percent of 
the capital interest, or the profits interest, is owned by such person, 

(2) two partnerships in which the same person or persons own 
common interests of more than 50 percent of the capital interests or 
profits interests, 

(3) a partnership and a corporation in which the same person or 
persons own common interests of more than 50 percent of the capital 
unterest, or profits interest, of the partnership and of the value of the 
outstanding stock of the corporation, or 

(4) a partnership and a trust or estate in which the same person or 
persons own common interests of more than 50 percent of the capital 
unterest, or profits interest, of the partnership and of the value, 
actuarially computed, of th. trust or estate. 

(6) Gains Trearep as Orpvinary Income.—In the case of a sale or 
exchange, directly or indirectly, of property which in the hands of the 
transferee is neither a capital asset as defined in section 1221 nor land used 
in the trade or business— 

(1) between a person and a partnership in which more than 
80 percent of the capital interest, or profits interest, is owned by such 
person, or 

(2) between two partnerships in which the same person or persons 
own common interests of more than 80 percent of the capital interests 
or profits interests, 

any gain recognized shall be considered as gain from the sale or exchange 
of property other than a capital asset. 

(c) AppLicaTion or Secrion 267.— 

(1) Secrion 267(a)(1) INAPPLICABLE.—Section 267(a)(1) shall 
not apply to any sale or exchange between a person and a partnership, 
between two partnerships, or between a partnership and a corporation, 
a trust, or an estate. 

(2) APPLICATION OF CONSTRUCTIVE OWNERSHIP RULES PROVIDED 
IN SECTION 267(c).—For purposes of subsections (a) and (b), the 
ownership of an interest in a partnership, trust, or estate, or of stock 
in @ corporation, shall be determined in accordance with the rules 
for constructive ownership of stock provided in section 267(c) other 
than paragraph (8) of such subsection. 

(3) AppLicaTIon oF sEcTIoN 267(d).—If a loss was disallowed 
under subsection (a), in the case of a subsequent sale or exchange by a 
transferee described in subsection (a), section 267 (d) shall be applica- 
ble as if the loss had been disallowed under section 267 (a) (1). 

(dq) Meanine or Common Inrerests.—Where one or more persons 
hold an interest in two organizations between which, directly or in- 
directly, there is a sale or exchange of property, the common interests of 
such person or persons in such organizations for purposes of subsections 
(a) and (6) shall be the sum of the smaller interests held by such person or 
each of such persons in such organizations. For purposes of this subsec- 
tion, an interest in an organization shall include an interest in the capital 
or profits (whichever proportion is larger) of a partnership, the holding 
of outstanding stock in a corporation, and the beneficial interests, actu- 
arially computed, in a trust or estate. 
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(e) Cross Rererence.— 
For general rules applicable in the case of transactions 
between partner and partnership, see section 707. 
SEC. 766. CONTINUING PARTNERSHIP IN MERGERS OR CONSOLI- 
DATIONS AND DIVISIONS. 

(Src. 708(b)(2)(A)] (@) Mureer or Consoiipation.—In the case 
of the merger or consolidation of two or more partnerships, the result- 
ing partnership shall, for purposes of [this section] section 708(a), be 
considered the continuation of any merging or consolidating partner- 
ship whose members own an interest of more than 50 percent in the 
capital and profits of the resulting partnership. 

Sec. 708(b)(2)(B)] (6) Drviston or a Partnersurp.—In the 
case of a division of a partnership into two or more partnerships, the 
resulting partnerships (other than any resulting partnership the 
members of which had an interest of 50 percent or less in the capital 
and profits of the prior partnership) shall, for purposes of [this sec- 
tion} section 708(a), be considered a continuation of the prior 
partnership. 

(c) Cross Rererence.— 


For general rules applicable in determining a continuing 
partnership, see section 708. 


Subpart B—lInterest in Partnership Capital Exchanged for 
Services 


Sec. 770. Interest in partnership capital exchanged for services. 


SEC. 770. INTEREST IN PARTNERSHIP CAPITAL EXCHANGED FOR 
SERVICES. 

(a) TreatmenT or Person Perrormina Services.—If a person 
receives an interest in the capital of a partnership in exchange for the 
performance of services for the partnership— 

(1) the amount determined under subsection (c) shall be included 
in such person’s gross income, and 

(2) an amount equal to such amount shall be deemed to be a 
contribution by such person to the partnership. 

(6) TreaTMeNT or PARTNERSHIP AND oF PartTNER RELINQUISHING 
Inrerest.—If any partner relinquishes an interest in the capital 
of a partnership in exchange for the performance of services for such part- 
nership, no gain or loss shall be recognized to such partner on the relin- 
quishment and, with respect to the amount determined under 
subsection (c)— 

(1) the partnership shall be allowed a deduction, to the extent such 
amount constitutes a trade or business expense (described in section 
162(a)) to the partnership, and 

(2) the adjusted basis of the partnership properties shall be in- 
creased (in accordance with the services performed with respect to 
each), to the extent such amount constitutes an amount properly 
chargeable to capital account under section 1016(a)(1). 

Any deduction allowable under paragraph (1) shall be allocated among 
the relinquishing partners (or their successors in interest) on the basis of 
that portion of such deduction which is attributable to each such partner. 
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(ec) Amounr To Bz Taxen Iwro Account; Time Wuen Taken 
Intro Account.— 

(1) In GenrraLt.—Except as provided in paragraph (2), for 
diana of subsections (a) and (6) the amount determined under 
this subsection— 

(A) vf the interest, at the time of the exchange, is not subject 
to substantial restrictions or limitations as to its transferability, 
shall be taken into account at the time of the exchange, and shall 
be the fair market value of the interest at such time, or 

(B) tf the interest, at the time of the exchange, is subject to 
substantial restrictions or limitations as to its transferability, 
shall be taken into account at the time such restrictions or limi- 
taiions cease to be substantial or the interest 1s disposed of (other 
than by death, where the substantial restrictions or limitations 
continue), whichever first occurs, and shall be the lesser of— 

(2) the fair market value of the services, or 

(2) the fair market value the interest would have had 
at the time of the exchange had there then been no such 
restrictions or limitations. 

(2) LIMITATION ON DEDUCTION UNDER SUBSECTION (b) (1).—The 
amount of the deduction under subsection (6b) (1) shall not exceed 
the aggregate amount determined by taking into account, with respect 
to each relinquishing partner, whichever of the following is the lesser: 

(A) his adjusted basis (as of the time of the exchange) in the 
relinquished interest, or 

(B) that portion of the amount determined under para- 
graph (1) which is attributable to his relinquishment. 


Subpart C—Termination of Retiring or Deceased Partner’s 
Interest 


Sec. 776. Amounts paid to a retiring partner or a deceased partner’s 
successor in interest. 

Sec. 777. Cross references relating to partnership income treated as income 
in respect of decedent and exception as to application of rule for 
property acquired from a decedent. 

(SEC. 736. PAYMENTS TO A RETIRING PARTNER OR A DECEASED 
PARTNER’S SUCCESSOR IN INTEREST. 

[(a) Payments ConsipERED As DisrriBuTIVE SHARE OR GUAR- 
ANTEED PayMEeNntT.—Payments made in liquidation of the interest of 
a retiring partner or a deceased partner shall, except as provided in 
subsection (b), be considered- 

[(1) as a distributive share to the recipient of partnership 
income if the amount thereof is determined with regard to the 
income of the partnership, or 

[(2) as a guaranteed payment described in section 707(c) if 
the amount thereof is determined without regard to the income 
of the partnership. 

[(b) Payments ror InreREST IN PARTNERSHIP. 

[(1) GeneraL ruLE.—Payments made in liquidation of the 
interest of a retiring partner or a deceased partner shall, to the 
extent such payments (other than payments described in para- 
graph (2)) are determined, under regulations prescribed by the 

Secretary or his delegate, to be made in exc hange for the interest 
of such partner in partnership property, be considered as a dis- 
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tribution by the partnership and not as a distributive share or 
guaranteed payment under subsection (a). 

{(2) Spectra rutes.—For purposes of this subsection, pay- 
ments in exchange for an interest in partnership property shall not 
include amounts paid for— 

[(A) unrealized receivables of the partnership (as defined 
in section 751(c)), or 

[(B) good will of the partnership, except to the extent 
that the partnership agreement provides for a payment with 
respect to good will J 


SEC. 776. AMOUNTS PAID TO A RETIRING PARTNER OR A DE- 


CEASED PARTNER’S SUCCESSOR IN INTEREST, 


(a) Amounts ConsipERED As DisrripoTiveE SHARES OR GUARAN- 
TEED PAYMENTS.— 


(1) AMOUNTS TO WHICH SUBSECTION IS APPLICABLE.—Amounts 
payable in liquidation of the interest of a retiring partner or a 
deceased partner shall, except as provided in subsection (6), be 
eonane 

(A) as a distributive share of partnership income to the 
recipient if the amount thereof— 
(i) is determined with regard to the income of the 
partnership, and 
(ic) is paid, or payable, on or before the fifteenth day 
of the fourth month following the close of the partnership 
taxable year with respect to which such amount is deter- 
mined, or 
(B) as if they were a guaranteed payment described in sec- 
tion 707(b) if subparagraph (A) is not applicable. 

(2) Time AMOUNTS PAYABLE ARE TAKEN INTO ACCOUNT.— 

(A) AMoUNTS CONSIDERED AS DISTRIBUTIVE SHARES.— 
Any amount considered under paragraph (1)(A) as a distribu- 
tive share of partnership income shall be taken into account by 
the partnership and by the recipient as of the last day of the 
partnership taxable year with respect to which such amount is 
determined. 

(B) AMOUNTS CONSIDERED AS GUARANTEED PAYMENTS.— 
Any amount considered under paragraph (1)(B) as a guaran- 
teed payment shall be taken into account by the partnership and 
by the recipient as of the last day of the partnership taxable year 
in which such amount was paid or payable. 


(6) Amounts ConsiDERED AS DISTRIBUTIONS.— 


(1) GenzRAaL RULE.—Amounts payable in liquidation of the 
interest of a retiring partner or a deceased partner shall be considered 
as payable in a distribution by the partnership, and not as a dis- 
tribute share or guaranteed payment under subsection (a), to the 
extent that, under regulations prescribed by the Secretary or his 
delegate, such amounts (other than amounts described in paragraph 
(2)) are attributable to the interest of such partner in partnership 
property. 

(2) AMOUNTS NOT CONSIDERED AS COMING UNDER SUBSECTION.— 
For purposes of this subsection, amounts attributable to an interest 
in partnership property shall not include amounts payable with 
respect to— 
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(A) unrealized receivables of the partnership (as defined in 
subsection (c)(4)), or 

(B) goodwill of the partnership, except to the extent the part- 
nership agreement provides for a payment with respect to 
goodwill. 

(c) Runes roR APPLICATION OF SECTION.— 

(1) ExcEPrioN WHERE ALL AMOUNTS ARE PAYABLE IN 12- 
MONTH PERIOD.—If all amounts payable in liquidation of an interest 
in a partnership are payable within a 12-month period, such amounts 
shall be considered as a distribution by the partnership, and sub- 
sections (a) and (b) shall not apply. 

(2) AMOUNTS PAID IN MONEY AND OTHER PROPERTY.— Where 
amounts paid in liquidation of a partner’s interest are amounts to 
which both subsection (a) and subsection (b) are applicable and are 
amounts paid both in money and in other property, such money shall 
Sirst be deemed to be in payment for the amount to which subsec- 
tion (a) is applicable, and only to the extent such money is in excess 
of such amount shall it be deemed to be part of the amount to which 
subsection (b) is applicable. 

(3) Secrion 776(a) AMOUNTS PAID AFTER TERMINATION OF 
PARTNERSHIP.—If upon termination of a partnership any person 
continues to pay amounts in liquidation of the interest of a retiring 
partner or deceased partner to which subsection (a) was applicable— 

(A) The retiring partner, or successor in interest of the 
deceased partner, shall include in gross income under section 
61(a) (as amounts having the same character as if subsection (a) 
(1)(B) of this section applied) any such amounts received from 
such person. 

(B) If the person making such payment 

(tz) ts an individual, 
(iz) was a partner of the partnership immediately before 
the retirement or death, 
(iit) is under a binding legal obligation to make such 
payment, and 
(iv) is operating a trade or business as a sole proprietor, 
then such individual shall be entitled to deduct as a trade or 
business expense under section 162(a) such amounts which are 
paid or accrued. 

(4) UNREALIZED RECEIVABLES.—For purposes of this section, 
the term “unrealized receivables”? means, to the extent not previously 
includible in income under the method of accounting used by the 
partnership, any rights (contractual or otherwise) to payments for— 

(A) goods produced (or delivered, in the case of a partnership 
predominantly engaged in a distributing trade or business), to 
the extent that the proceeds therefrom would be treated as amounts 
received from the sale or exchange of property other than a 
capital asset, or 

(B) services rendered. 


[SEC. 753. PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT. 


[The amount includible in the gross income of a successor in interest 


of a deceased partner under section 736(a) shall be considered income 
in respect of a decedent under section 691.] 





cess 
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SEC. 777. CROSS REFERENCES RELATING TO PARTNERSHIP IN- 
COME TREATED AS INCOME IN RESPECT OF DECEDENT 
AND EXCEPTION AS TO APPLICATION OF RULE FOR 
PROPERTY ACQUIRED FROM A DECEDENT. 


(1) For treatment of partnership income for portion of 
year before death of partner, see section 691(e) (1). 

(2) For treatment of section 776(a) amounts, see section 
691(e) (2). 

(3) For treatment on death of partner of unrealized re- 
ceivables not included in section 776(a) amounts, see section 
691(e) (3). 

(4) For treatment of amounts includible in the income of 
a successor in interest where a partnership capital interest 
was exchanged for services, see section 691(e) (4). 

(5) For rule excepting from the application of section 1014 
(a) (relating to basis of property acquired from a decedent) 
a portion of partnership interest acquired from deceased 
partner, see section 1014(c). 


Subpart D—Special Adjustments to Basis of Partnership 
Property 


Sec. 780. Manner of electing optional adjustments to basis of partnership 

property. 

Sec. 781. Optional adjustment in case of distribution of property. 

Sec. 782. Optional adjustment in case of transfer of interest. 

Sec. 783. Allocation of basis for optional adjustments. 

Sec. 784. Special basis to transferee upon subsequent distribution. 

Sec. 785. Special basis to transferee upon subsequent sale or exchange. 

SEC. [754] 780. MANNER OF ELECTING OPTIONAL [ADJUSTMENT] 
ADJUSTMENTS TO BASIS OF PARTNERSHIP PROP- 
ERTY. 

[lf a partnership files an election, in accordance with regulations 
prescribed by the Secretary or his delegate, the basis of partnership 
property shall be adjusted, in the case of a distribution of property, 
in the manner provided in section 734 and, in the case of a transfer 
of a partnership interest, in the manner provided in section 743. 
Such an election shall apply with respect to ail distributions of property 
by the partnership and to all transfers of interests in the partnership 
during the taxable year with respect to which such election was filed 
and ail subsequent taxable years. Such election may be revoked by 
the eee: subject to such limitations as may be provided by 
regulations prescribed by the Secretary or his delegate. ] 

If a partnership— 

(1) files an election with respect to distributions of property, the 
basis of partnership property shall be adjusted in the manner pro- 
vided in section 781 with respect to all distributions, or 

(2) files an election with respect to transfers of partnership in- 
terests, the basis of partnership property shall be adjusted vn the 
manner provided in section 782 with respect to all such transfers, 

during the taxable year for which such election is filed and all subsequent 
taxable years. Hither such election may be filed, or changed, at any time 
prior to the expiration of 1 year after the time prescribed by law for the 
filing of the partnership return for the taxable year for which such election 
was filed, not including any extension of such time. An election filed 
under either paragraph (1) or (2) may be revoked by the partnership, 
subject to such limitations as may be provided by regulations prescribed 
by the Secretary or his delegate. 








160 REVISION OF TRUST AND PARTNERSHIP TAX LAWS 


SEC. 781. OPTIONAL ADJUSTMENT IN CASE OF DISTRIBUTION 
OF PROPERTY. 

[Sec. 734. (b) Mrrnop or ApsustmrentT.—In the case of a distri- 
bution of property to a partner, a partnership, with respect to which 
the election provided in section 754 is in effect, shall— 

[(1) increase the adjusted basis of partnership property by— 

[(A) the amount of any gain recognized to the distributee 
partner with respect to such distribution under section 
731(a)(1), and 

[(B) in the case of distributed property to which section 
732(a)(2) or (b) applies, the excess of the adjusted basis of 
the distributed property to the partnership immediately 
before the distribution (as siented by section 732(d)) over 
the basis of the distributed property to the distributee, as 
determined under section 732, or 

[(2) decrease the adjusted basis of partnership property by— 

[(A) the amount of any loss recognized to the distributee 
partner with respect to such distribution under section 731 
(a) (2), and 

[(B) in the case of distributed property to which section 
732(b) applies, the excess of the basis of the distributed 
property to the distributee, as determined under section 732, 
over the adjusted basis of the distributed property to the 

artnership immediately before such distribution (as ad- 
justed by section 732(d)).] 

(a) Meruop or Apsustment.—In the case of a distribution of 
property to a partner, a partnership with respect to which the election 
provided in section 780(1) is in effect shall— 

(1) inerease the adjusted basis of partnership property by the 
excess of the adjusted basis to the partnership of the property dis- 
tributed over the reduction, as a result of the distribution, in the dis- 
tributee partner’s proportionate share of the adjusted basis of the 
partnership property, or 

(2) decrease the adjusted basis of partnership property by the 
excess of the reduction, as a result of the distribution, in the dis- 
tributee partner's proportionate share of the adjusted basis of the 
partnership property over the adjusted basis to the partnership of 
the property distributed, 

except that the partnership shall not make any adjustment with respect to 
partnership property tf the distribution, with respect to which such adjust- 
ment would otherwise be made, would result in an upward or downward 
aggregate adjustment to partnership property of less than $1,000. For 

urposes of this subsection, a partner’s proportionate share of the adjusted 

asis of partnership property shall be determined in accordance with his 
interest in partnership capital, and the adjusted basis of partnership 
property shall be determined by taking into account any agreement 
described in section 761 (a) (relating to effect of partnership agreement on 
contributed property) but without regard to any adjustment (described in 
section 782) to partnership property with respect to a transferee partner 


only. 

[Src. 734(c)] (6) Attocation or Basis.—The allocation of basis 
among partnership properties where subsection [(b)] (a) is applicable 
shall be made in accordance with the rules provided in [section 755] 
section 783. 
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(c) Cross Rerrrence.— 
For general rule as to adjustment to basis of partnership 
property upon a distribution, see section 734. 


SEC. 782. OPTIONAL ADJUSTMENT IN CASE OF TRANSFER OF 
INTEREST. 


[Sxec. 743(b)] (a) Apsustment To Basis or PartNeRsHiP Prop- 
gERTY.—In the case of a transfer of an interest in a partnership b 
sale or exchange or upon the death of a partner, a partnership with 
respect to which the election provided in [section 754] section 780(2) 
is in effect shall— 

(1) increase the adjusted basis of the partnership property by 
the excess of the basis to the transferee partner of his interest 
in the partnership over his proportionate share of the adjusted 
basis of the partnership property, or 

(2) decrease the adjusted basis of the partnership property by 
the excess of the transferee partner’s proportionate share of the 
adjusted basis of the partnership property over the basis of his 
interest in the partnership, 

except that the partnership shall not make any adjustment with respect to 
partnership property y the transfer, with respect to which such adjust- 
ment would otherwise be made, would result in an upward or downward 
aggregate adjustment to partnership property of less than $1,000. Under 
regulations prescribed by the Secretary or his delegate, such increase 
or decrease shall constitute an adjustment to the basis of partnership 
property with respect to the transferee partner only. partner’s 

roportionate share of the adjusted basis of partnership property shall 
be determined in accordance with his interest in partnership capital 
and, in the case of an agreement described in feection 704(c) (2)J 
section 761(a) (relating to effect of partnership agreement on con- 
tributed property), such share shall be determined by taking such 
agreement into account. In the case of an adjustment under this 
subsection to the basis of partnership property subject to depletion, 
any depletion allowable shall be determined separately for the trans- 
feree partner with respect to his interest in such property. 

[Sec. 743(c)] (6) Attocation or Basis.—The allocation of basis 
among partnership properties where subsection [(b) ] (a) is applicable 
shall be made in accordance with the rules provided in [section 755] 
section 783. 

(c) Cross RereERENcE.— 


For general rule as to adjustment to basis of partnership 
property upon a transfer of an interest, see section 743. 
SEC. [755] 783. [RULES FOR] ALLOCATION OF BASIS FOR OPTIONAL 
ADJUSTMENTS. 

(a) GeneRAL Rute.—Any increase or decrease in the adjusted basis 
of partnership property under [section 734(b)] section 781 (relating 
to the optional adjustment to the basis of undistributed partnership 
property) or [section 743(b)] section 782 (relating to the optional 
adjustment to the basis of partnership property in the case of a transfer 
of an interest in a partnership) shall, except as provided in subsection 
(b), be allocated— 

(1) in a manner which has the effect of reducing the difference 
between the fair market value and the adjusted basis of partner- 
ship properties, or 
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(2) in any other manner permitted by regulations prescribed 

by the Secretary of his delegate. 
(b) Specrat [Rute] Rotes.— 

(1) ALLOCATIONS ARISING FROM DISTRIBUTIONS TO BE SEPARATED 
INTO TWO CATEGORIES.—In applying the allocation rules provided 
in subsection (a), increases or decreases in the adjusted basis of 
partnership property arising from a distribution [of, or a transfer 
of an interest attributable to,] attributable to property consisting 
of— 

[(1)] (A) capital assets and property described in section 

1231(b), or 

[(2)] (B) any other property of the partnership, 
shall be allocated to partnership property of a like character 
[except that the basis of any such partnership property shall not 
be reduced below zero]. If [,, in the case of a distribution, ] the 
adjustment to basis of property described in [paragraph (1) or 
(2)] subparagraph (A) or (B) is prevented by the absence of such 
property or by insufficient adjusted basis for such property, such 
adjustment shall be applied to subsequently acquired partnership 
property of a like character in accordance with regulations 
prescribed by the Secretary or his delegate. 

(2) CERTAIN ADJUSTMENTS NoT TO BE MADE.—In applying the 
allocation rules in subsection (a) or in paragraph (1) of this sub- 
section, the adjusted basis of any partnership property shall not be 
reduced below zero nor increased above its fair morket value. 


SEC. 784. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT 
DISTRIBUTION. 

[Sec. 732. (d) SpectaL Partnersuip Basis To TRANSFEREE.—] 
For purposes of [subsections (a), (b), and (c)] section 732, a partner 
who acquired all or a part of his interest by a transfer with respect to 
which the election provided [in section 754] by section 780(2) is not 
in effect, and to whom a distribution of property (other than money) 
is made with respect to the transferred interest within 2 years after 
such transfer, may elect, under regulations prescribed by the Secre- 
tary or his delegate, to treat as the adjusted partnership basis of such 
property the adjusted basis such property would have if the adjust- 
ment provided fin section 743(b)] by section 782 were in effect with 
respect to the partnership property. The Secretary or his delegate 
may by regulations require the application of this [subsection] 
section in the case of a distribution to a transferee partner, whether or 
not made within 2 years after the transfer, if at the time of the transfer 
the fair market value of the partnership property (other than money) 
exceeded 110 percent of its adjusted basis to the partnership. 

SEc. 785. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT 
SALE OR EXCHANGE. 
For purposes of determining the partnership basis allocable under 
section 749 to section 751 assets, a partner 
(1) who acquired all or a part of his interest bu a transfer with 
respect to which the election provided by section 780(2) vs not in 
effect, and 

(2) who, within 2 years after such prior transfer, sells or ex- 
changes an interest in the partnership to which section 749 is ap- 
plicable, 
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may elect, under regulations prescribed by the Secretary or his delegate, 
to treat as the adjusted basis of the section 751 assets attributable to such 
prior transfer the adjusted basis such assets would have if the adjustment 
provided by section 782 were in effect with respect to such prior transfer. 


PART [Ill] 1V—DEFINITIONS 


Sec. [761] 788. Terms defined. 
SEC. [761] 788. TERMS DEFINED. 

(a) PARTNERSHIP.— 

(1) DEFINITION oF PARTNERSHIP.—For purposes of this subtitle, 
the term ‘‘partnership” includes a syndicate, group, pool, joint 
venture, or other unincorporated organization, through or by 
means of which any business, financial operation, or venture is 
carried on, and which is not, within the meaning of this title, 
[a corporation or] a trust or estate or a corporation. 

(2) Or@ANIZATIONS EXcLUDED.—Under regulations prescribed 
by the Secretary or his delegate, the Secretary or his delegate may, 
at the election of [all the members of] an unincorporated organ- 
ization, exclude such organization from the application of all or 
part of this subchapter, if it is availed of 

[(1)] (A) for investment purposes only and not for the 
active conduct of a business, or 
[(2)] (B) for the joint production, extraction, or use of 
property, but not for the purpose of selling services or prop- 
erty produced or extracted, 
if the income of the members of the organization may be ade- 
quately determined without the computation of partnership 
taxable income. 

(b) PartNer.—-For purposes of this subtitle, the term “partner” 
means a member of a partnership. 

(c) PARTNERSHIP AGREEMENT.—For purposes of this subchapter, a 
partnership agreement includes any modifications of the partnership 
agreement made prior to, or at, the time prescribed by law for the filing 
of the partnership return for the taxable year (not including extensions) 
which are agreed to by all the partners, or which are adopted in such 
other manner as may be provided by the partnership agreement. 

(d) LiquipaTION oF A PARTNER’s INTEREST.—For purposes of this 
subchapter, the term “liquidation of a partner’s interest’? means the 
termination of a partner’s entire interest in a partnership by means of a 
distribution, or a series of distributions, to the partner by the partner- 
ship. 


[PART IV—EFFECTIVE DATE FOR SUBCHAPTER 


[Sec. 771. Effective date. 
(SEC. 771. EFFECTIVE DATE. 
[(a) Genera Rute. 

[(1) TAXABLE YEARS BEGINNING AFTER DECEMBER 8381, 1954.— 
Except as provided in subsection (b), this subchapter shall apply 
with respect to 

[(A) any partnership taxable year beginning after Decem- 
ber 31, 1954, and 

[(B) any part of a partner’s taxable year falling within 
such partnership taxable year. 
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[(2) AppLicaTION OF PRIOR PROVISIONS.—Except as provided 
in subsection (b), sections 113(a)(13), 181 to 191 (inclusive), and 
3797(a)(2) of the Internal Revenue Code of 1939 shall apply 
with respect to— 

L(A) any partnership taxable year beginning before Janu- 
ary 1, 1955, and 
(B) any part of a partner’s taxable year falling within 
such partnership taxable year. 

[(b) Specra, Ruizes.— 

[(1) Apoprion OF TAXABLE YEAR.—Section 706(b) (relating to 
the onenian of a taxable year by a partnership or partner) shall 
apply to— 

ECA) any partnership which adopts, or changes to, a tax- 
able year beginning after April 1, 1954, and 
cB) ) any partner who changes to a taxable year beginning 
ales April 1, 1954. 
For the purpose of applying this paragraph, section 708 (relating 
to the continuation of a partnership) shall b be effective for taxable 
years beginning after April 1, 1954. 

[(2) Proprsrtry DISTRIBUTED BY A PARTNERSHIP.—Section 
735(a) (relating to the character of gain or loss on the disposition 
of BEOPer ty distributed by a partnership) shall apply only to 
proper cone by a partnership after March 9, 1954. 

v3) U NREALIZED RECEIVABLES AND INVENTORY ITEMS.— 
Section 751 (relating to unrealized receivables and inventory 
items) shall apply with respect to gain or loss to a seller, 
distributee, or partnership in the case of a sale, exchange, or 
distribution occurring after March 9, 1954. For the purpose 
of applying this paragraph in the case of a taxable year beginnin 
before January 1, 1955, the other sections of this subchapter shall 
be applicable to the extent provided by regulations prescribed 
by the Secretary or his delegate. 

([(4) ParTNER RECEIVING INCOME IN RESPECT OF DECEDENT.— 
Section 753 (relating to income in respect of a decedent) shall 
apply only in the case of payments made with respect to decedents 
dying after December 31, 1954. 

[(c) OprionaL TREATMENT OF CeERTAIN DistRIBUTIONS.—In the 
case of a partnership taxable year beginning after December 31, 1953, 
and before January 1, 1955, a partnership may elect, under regulations 
prescribed by the Secretary or his delegate, with respect to distribu- 
tions made during such year to any partner, other than in liquidation 
of the partner’s interest, to apply the rules in sections 731, 732 (a), (c), 
and (e), 733, 735, and 751 (b), (c), and (d) (and, to the extent appli- 
cable, the rules provided in sections 705, 752, and 761(d)). If a 
partnership so elects, such rules shall be effective for the partnership 
and all members of such partnership with respect to such distri- 
butions.] 

* * * * * 


* * 














SEC. 901. TAXES OF FOREIGN COUNTRIES AND OF POSSESSIONS OF 
UNITED STATES. 


* * * + * + * 
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(d) Cross ReFERENCE.— 
ok * * * * * ck 


(2) For right of each partner to make election under this section, 
see section 703[(b) ](c). 


* * * * * * * 
SEC. 1014. BASIS OF PROPERTY ACQUIRED FROM A DECEDENT. 
* * * * * * * 


(c) Property REPRESENTING INCOME IN Ruspsect oF A DEcE- 
pENT.—[This section shall not apply to property which constitutes a 
right to receive an item of income in respect of a decedent under 
section 691.] Subsections (a) and (6) shall not apply to— 

(1) property which constitutes a right to recewe an item of income 
in respect of a decedent under section 691; and 

(2) that portion of the value of an interest in a partnership 
attributable to property which constitutes a right to receive an item 
of income in respect of a decedent under section 691. 
* * * * * * ok 


SEC. 1202, DEDUCTION FOR CAPITAL GAINS. 
In the case of a taxpayer other than a corporation, if for any taxable 
ied the net long-term capital gain exceeds the net short-term capital 
oss, 50 percent of the amount of such excess shall be a deduction from 
oss income. In the case of an estate or trust, the deduction shall 
e computed by excluding the portion (if any)[[,] of the gains for the 
taxable year from sales or exchanges of capital assets [,] which [, under 
sections 652 and 662 (relating to inclusions of amounts in gross income 
of beneficiaries of trusts), is includible by the income beneficiaries as 
gain derived from the sale or exchange of capital assets] is deductible 
under sections 651 and 661 (relating to deduction for distributions to 
beneficiaries). 
* * * * * * * 
SEC. 1223. HOLDING PERIOD OF PROPERTY. 
For purposes of this subtitle 
* * * * * * * 


(10) Cross ReFrRENCE.— 





For special holding period provision relating to certain partner- 
ship distributions, see section [735(b) ] 736. 


* * * * * * * 


SEC. 1375. SPECIAL RULES APPLICABLE TO DISTRIBUTIONS OF 
ELECTING SMALL BUSINESS CORPORATIONS. 
* * * * * * * 


(c) TREATMENT oF Famity Groups.—Any dividend received by a 
shareholder from an electing small business corporation (including 
any amount treated as a dividend under section 1373(b)) may be ap- 
portioned or allocated by the Secretary or his delegate between or 
among shareholders of such corporation who are members of such 
shareholder’s family (as defined in section [704(e)(3)] 762(c)), if he 
determines that such apportionment or allocation is necessary in order 
to reflect the value of services rendered to the corporation by such 
shareholders. 

* “ * . . . . 
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SEC. 1402. DEFINITIONS. 

(a) Ner Earnines From Seitr-EmMpLoyMent.—The term “net earn- 
ings from self-employment’? means the gross income derived by an 
individual from any trade or business carried on by such individual, 
less the deductions allowed by this subtitle which are attributable to 
such trade or business, plus his distributive share (whether or not 
distributed) of income or loss described in section 702(a)(9) from 
any trade or business carried on by a partnership of which he is a 
member; except that in computing such gross income and deductions 









(1) there shall be excluded rentals from real estate and from 
personal property leased with the real estate (including such 
rentals paid in crop shares) together with the deductions attribu- 
table thereto, unless such rentals are received in the course of a 
trade or business as a real estate dealer; except that the preceding 

rovisions of this paragraph shall not apply to any income derived 
“ the owner or tenant of land if (A) such income is derived under 
an arrangement, between the owner or tenant and another in- 
dividual, which provides that such other individual shall produce 
agricultural or horticultural commodities (including livestock, 
bees, poultry, and fur-bearing animals and wildlife) on such land, 
and that there shall be material participation by the owner or 
tenant in the production or the management of the production 
of such agricultural or horticultural commodities, and (B) there 
is material participation by the owner or tenant with respect to 
any such agricultural or horticultural commodity ; 

(2) there shall be excluded dividends on any share of stock, and 
interest on any bond, debenture, note, or certificate, or other 
evidence of indebtedness, issued with interest coupons or in regis- 
tered form by any corporation (including one issued by a govern- 
ment or political subdivision thereof), unless such dividends and 
interest (other than interest described in section 35) are received 
in the course of a trade or business as a dealer in stocks or 
securities ; 

(3) there shall be excluded any gain or loss— 

(A) which is considered as gain or loss from the sale or 
exchange of a capital asset, 
(B) from the cutting of timber, or the disposal of timber or 
coal, if section 631 applies to such gain or loss, or 
(C) from the sale, exchange, involuntary conversion, or 
other disposition of property if such property is neither— 
(i) stock in trade or other property of a kind which 
would properly be includible in inventory if on hand at 
the close of the taxable year, nor 
(ii). property held primarily for sale to customers in the 
ordinary course of the trade or business; 

(4) the deduction for net operating losses provided in section 
172 shall not be allowed; 

(5) if— 

(A) any of the income derived from a trade or business 

(other than a trade or business carried on by a partnership) is 
community income under community property laws appli- 
cable to such income, all of the gross income and deductions 
attributable to such trade or business shall be treated as the 
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gross income and deductions of the husband unless the wife 
exercises substantially all of the management and control of 
such trade or business, in which case all of such gross income 
and deductions shall be treated as the gross income and 
deductions of the wife; and 

(B) any portion of a partner’s distributive share of the 
ordinary income or loss from a trade or business carried on by 
a partnership is community income or loss under the com- 
munity property laws applicable to such share, all of such 
distributive share shall be included in computing the net 
earnings from self-employment of such partner, and no part 
of such share shall be taken into account in computing the 
net earnings from self-employment of the spouse of such 
partner; 

(6) a resident of Puerto Rico shall compute his net earnings 
from self-employment in the same manner as a citizen of the 
United States but without regard to section 933; 

(7) the deduction for personal exemptions provided in section 
151 shall not be allowed; 

(8) an individual who is a duly ordained, commissioned, or 
licensed minister of a church or a member of a religious order 
shall compute his net earnings from self-employment derived 
from the performance of service described in subsection (c) (4) 
without regard to section 107 (relating to rental value of par- 
sonages) and section 119 (relating to meals and lodging furnished 
for the convenience of the employer) and, in addition, if he is a 
citizen of the United States performing such service as an em- 
ployee of an American employer (as defined in section 3121(h)) 
or as a minister in a foreign country who has a congregation which 
is composed predominantly of citizens of the United States, 
without regard to section 911 (relating to earned income from 
sources without the United States) and section 931 (relating to 
income from sources within possessions of the United States). 

If the taxable year of a partner is different from that of the partner- 
ship, the distributive share which he is required to include in computing 
his net earnings from self-employment shall be based on the ordinary 
income or loss of the partnership for any taxable year of the partner- 
ship ending witbin or with his taxable year. In the case of any 
trade or business which is carried on by an individual or by a partner- 
ship and in which, if such trade or business were carried on exclusively 
by employees, the major portion of the services would constitute 
agricultural labor as defined in section 3121(g)— 

(i) in the case of an individual, if the gross income 
derived by him from such trade or business is not more 
than $1,800, the net earnings from self-employment 
derived by him from such trade or business may, at his 
option, be deemed to be 66% percent of such gross 
income; or 

(ii) in the case of an individual, if the gross income 
derived by him from such trade or business is more than 
$1,800 and the net earnings from self-employment de- 
rived by him from such trade or business (computed 
under this subsection without regard to this sentence) 
are less than $1,200, the net earnings from self-employ- 
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ment derived by him from such trade or business may, 
at his option, be deemed to be $1,200; and 

(iii) in the case of a member of a partnership, if his 
distributive share of the gross income of the partnership 
derived from such trade or business (after such gross 
income has been reduced by the sum of all payments to 
which section 707[(c)] (6) applies) is not more than 
$1,800, his distributive share of income described in 
section 702(a)(9) derived from such trade or business 
may, at his option, be deemed to be an amount equal to 
66% percent of his distributive share of such gross in- 
come (after such gross income has been so reduced); or 

(iv) in the case of a member of a partnership, if his 
distributive share of the gross income of the partnership 
derived from such trade or business (after such gross 
income has been reduced by the sum of all payments to 
which section 707[(c)] (6) applies) is more than $1,800 
and his distributive share (whether or not distributed) 
of income described in section 702(a)(9) derived from 
such trade or business (computed under this subsection 
without regard to this sentence) is less than $1,200, his 
distributive share of income described in section 702(a) 
(9) derived from such trade or business may, at his option, 
be deemed to be $1,200. 

For purposes of the preceding sentence, gross income means— 

(v) in the case of any such trade or business in which 
the income is computed under a cash receipts and dis- 
bursements method, the gross receipts from such trade 
or business reduced by the cost or other basis of prop- 
erty which was purchased and sold in carrying on such 
trade or business, adjusted (after such reduction) in ac- 
cordance with the provisions of paragraphs (1) through 
(7) of this subsection; and 

(vi) in the case of any such trade or-business in which 
the income is computed under an accrual method, the 
gross income from such trade or business, adjusted in 
accordance with the provisions of paragraphs (1) 
through (7) of this subsection; 

and, for purposes of such sentence, if an individual (including a mem- 
ber of a partnership) derives gross income from more than one such 
trade or business, such gross income (including his distributive share 
of the gross income of any partnership derived from any such trade 
or business) shall be deemed to have been derived from one trade or 
business. Jn the case of a partnership taxable year with respect to which 
an election described in section 702(e) (relating to simplified reporting 
for income from a partnership) is applicable, references in this subsection 
to section 702(a)(9) shall be treated as references to section 702(e)(1)(B). 


* * * * * * * 


SEC. 4383. CERTAIN CHANGES IN PARTNERSHIPS. 

(a) Continuine PartTNersHiIPs.—lIn the case of any share, certifi- 
cate, right, or realty held by a partnership, no tax shall be imposed 
under section 4321, 4331, or 4361 by reason of any transfer of an 
interest in a partnership or otherwise, if— 
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(1) such partnership (or another partnership) is considered as 
a continuing partnership (within the meaning of section 708 or 
766), and 
(2) such continuing partnership continues to hold the share, 
certificate, right, or realty concerned. 
ok * * * * * a 
SEC. 6031. RETURN OF PARTNERSHIP INCOME, 


Every partnership (as defined in section [[761(a))] 788(a)) shall 
make a return for each taxable year, stating specifically the items of 
its gross income and the deductions allowelld by subtitle A, and such 
other information for the purpose of carrying out the provisions of 
subtitle A as the Secretary or his delegate may by forms and regula- 
tions prescribe, and shall include in the return the names and addresses 
of the incividuals who would be entitled to share in the taxable income 
if distributed and the amount of the distributive share of each 


individual. 
PART III—INFORMATION RETURNS 


Subpart A. Information concerning persons subject to special pro- 
visions. 


Subpart B. Information concerning transactions with other persons. 
Subpart C. Information regarding wages paid employees. 


Subpart A—Information Concerning Persons Subject to Special 
Provisions 


Sec. 6031. Return of partnership income. 

Sec. 6032. Returns of banks with respect to common trust funds. 

Sec. 6033. Returns by exempt organizations. 

Sec. 6034. Returns by trusts claiming charitable deductions under 
section £642(c)] 661(a)(4). 

Sec. 6035. Returns of officers, directors, and shareholders of foreign 
personal holding companies. 

Sec. 6036. Notice of qualification as executor or receiver. 

Sec. 6037. Return of electing small business corporation. 

Sec. 6038, Cross references. 


* * * * * * * 
SEC, 6034. RETURNS BY TRUSTS CLAIMING CHARITABLE DEDUC- 
TIONS UNDER SECTION [642(c)] 661(a) (4). 

(a) GeneraL Ruie.—Every trust claiming a charitable, etc., de- 
duction under section [[642(c)] 661(a)(4) for the taxable year shall 
furnish such information with respect to such taxable year as the 
Secretary or his delegate may by forms or regulations prescribe, 
setting forth— 

(1) the amount of the charitable, etc., deduction taken under 
section [[642(c)] 661(a)(4) within such year (showing separately 
the amount of such deduction which was paid out and the 
amount which was permanently set aside for charitable, etc., 
purposes during such year), 

(2) the amount paid out within such year which represents 
amounts for which charitable, etc., deductions under section 
[[642(c) ] 661(a)(4) have been taken in prior years, 

(3) the amount for which charitable, etc., deductions have been 
taken in prior years but which has not been paid out at the begin- 
ning of such year, 
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(4) the amount paid out of principal in the current and prior 
years for charitable, etc., purposes, 

(5) the total income of the trust within such year and the 
expenses attributable thereto, and 

(6) a balance sheet showing the assets, liabilities, and net 
worth of the trust as of the beginning of such year. 

(b) Excrrrion.—This section shall not apply in the case of a 
taxable year if all the net income for such year, determined under the 
applicable principles of the law of trusts, is required to be distributed 
currently to the beneficiaries. 

* * * * * * * 


Subpart B—Information Concerning Transactions 
With Other Persons 


Sec. 6041. Information at source. 

Sec. 6042. Returns regarding corporate dividends, earnings, and 
profits. 

Sec. 6043. Return regarding corporate dissolution or liquidation. 

Sec. 6044. Returns regarding patronage dividends. 

Sec. 6045. Returns of brokers. 

Sec. 6046. Returns as to formation or reorganization of foreign 


corporations. 
Sec. 6047. Returns by trusts making distributions from accumulated 
income. 
* - * * * * * 


SEC. 6047. RETURNS BY TRUSTS MAKING DISTRIBUTIONS FROM 
ACCUMULATED INCOME, 


‘ 


(a) RequiremenT or Rerurn.—Every trust which makes a “section 
669 distribution” as defined in section 669(b)(2) (relating to multiple 
trusts) to any beneficiary in any taxable year shall make a return, with 
respect to such beneficiary, setting forth the name of the grantor of the 
trust, the name and address of the beneficiary, the amount of such dis- 
tribution to him, and such other information as may be required by forms 
or regulations prescribed by the Secretary or his delegate. 

(6) Inrormation To Be Furnisuep Benericiary.—The informa- 
tion required by subsection (a) shall be furnished by the trust to the 
beneficiary to whom the distribution was made in such manner, in such 
form, and at such time as may be required by regulations prescribed by 
the Secretary or his delegate. 

* * * * * * * 


SEC. 6166. EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX 
WHERE ESTATE CONSISTS LARGELY OF INTEREST IN 
CLOSELY HELD BUSINESS. 


oe * ok ok k K * 
(h) ACCELERATION OF PAYMENT.— 
* * + * & * * 


(2) UNDISTRIBUTED INCOME OF ESTATE.— 
(A) If an election is made under this section and the estate 

has undistributed net income for any taxable year after its 
fourth taxable year, the executor shall, on or before the date 
prescribed by law for filing the income tax return for such 
taxable year (including extensions thereof), pay an amount 
equal to such undistributed net income in liquidation of the 
unpaid portion of the tax payable in installments. 


















ee 
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(B) For purposes of subparagraph (A), the undistributed 
net income of the estate for any taxable year is the amount 
by which the distributable net income of the estate for such 
taxable year (as defined in section 643) exceeds the sum of— 

(1) the amounts for such taxable year specified in para- 
graphs [(1) and (2)] (2), (2), (8), and (4) of section 
661(a) (relating to deduction for distributions, etc.) ; 

(ii) the amount of tax imposed for the taxable year 
on the estate under chapter 1; and 

(iii) the amount of the Federal estate tax (including 
interest) paid by the executor during the taxable year 
(other than any amount paid pursuant to this para- 


graph). 





